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What were the pundits saying in 2008?
Strategy 1. Get out now and go to cash

Remember the 2000-2003 bear market, the massive 43% loss of market cap and a brutal tech crash. So once again, remember Warren Buffett's No. 1 rule of investing: Never lose money. Maybe use the cash to pay down mortgages, pay off debt.

Strategy 2. Ultra-conservative fixed-income option

Back in early 2000 a number of savvy investors saw high price-to-earnings ratios as a clear signal to bail out and hide out in bonds, bond funds and money markets. It worked. In the 2000-2003 bear, one of the portfolios I reviewed returned about 10% a year while the stock market was crashing -- a portfolio allocating a quarter each in short-bonds, intermediate bonds, inflation-protected securities and government savings bonds.

When to get back in stocks? Maybe never. Maybe "better safe than sorry." After all, the market is still below where it was six years ago!

Strategy 3. The entrepreneurial spirit

OK, so sitting on cash doesn't appeal to you and neither does a lot of dull, boring bonds. You want your money working. Take a cue from "The Millionaire Next Door." Turns out most millionaires don't become millionaires by investing in the stock market. They create equity one of three ways: Building businesses, developing real estate or as professionals. They're entrepreneurs, they work for themselves.

The other 96% of Americans who don't become millionaires will retire with relatively small incomes from IRAs, 401(k)s and Social Security.

Strategy 4. 'Mad Money' stock trader

Hyperactive teenagers on speed are hard to take, especially if you have the temperament of a long-term buy-and-hold investor. But for some few investors, the "Mad Money," active stock-trading alternative may be best. Just remember, for successful traders, this is a full-time job. They study market psychology, and know the tricks of playing in a bear market as well as riding the bull.

Most of all, remember that the "more you trade the more you lose," because commissions, taxes and expenses will eat up much of your returns.

Strategy 5. Hot commodities trader

One of my readers tells me he put $10,000 in gold a couple years ago after reading my earlier columns on the two-decade negative returns of gold. I was his contrarian indicator. Now he claims his gold is worth $150,000. Hindsight is great, but I say the risks were high then, and still now.

Betting on commodities is a volatile, highly-leveraged crapshoot. Witness last week's sector sell-off triggering a flight to safety. But, if you've got the guts for high-risk volatility, and you're ready to make a full-time job out of being a commodities investor, review my earlier column. See previous Paul B. Farrell.

Otherwise, satisfy your anxiety by adding a very small percentage of commodities to your asset allocation.

Strategy 6. Relax and do nothing

Yes, this is the omega and alpha of all long-term investment strategies, the ultimate "Plan A." The one that works for most passive investors. If you already have a well-diversified portfolio, you're ready for a bear market (or a bull).

Where to Invest in Bear Country 
There are a number of things you can do to protect yourself from bears - and maybe even eke out some gains. Let's take a look: 

	1. Play Dead - Stay on the Sidelines 
During a bear market, the bears rule and bulls don't stand a chance. There's an old saying that the best thing to do during a bear market is to play dead - it's the same protocol as if you meet a real grizzly in the woods. Fighting back would be very dangerous. By staying calm and not making any sudden moves, you'll save yourself from becoming a bear's lunch. 

Playing dead in financial terms means putting a larger portion of your portfolio on the sidelines in the form of money market securities. In a bull market, it is detrimental to have uninvested cash around because it isn't working to get the best potential return. This isn't true in a bear market because cash will hold its value (and earn at least some interest) when stocks head south. When the right buying opportunity comes along, you'll have the flexibility to go for it. Of course, this means you have to be timing the market to some extent, a task that is tough, if not impossible, to do precisely. However, the point is that during a bear market, even if you take some cash out of the market later rather than sooner, this may still prove to be a good decision if the bears rule for a sustained period. 

2. Value Stocks 
Bear markets can provide great opportunities for investors. The trick is to know what you are looking for. Beaten up, battered, underpriced: these are all descriptions of stocks during a bear market. Value investors often view a bear market as a buying opportunity because the valuations of good companies get hammered down along with the poor companies and sit at very attractive valuations. However, value investing is an art; not every stock in a bear market is a bargain, but this is a time when some real bargains can definitely arise. Take Warren Buffett, for example. He often builds up his position in some of his  favorite stocks during less than cheery times in the market because he knows that the market's manic-depressive nature can punish even good companies more than warranted. (To learn more about the art of value investing check out our Guide To Stock Picking Strategies.) 



3. Short Selling 
Another approach to a bear market is to adopt a more aggressive strategy. A short position allows an investor to profit as the stock heads downward. Keep in mind that the ability to profit on the other side of a stock is accompanied by substantial risks, mainly the fact that, in theory, you could lose a lot more that 100% of your initial investment by taking a short position in a company. (To learn more about short selling check out our Short Selling Tutorial.) 

4. Bonds and Asset Allocation 
Asset allocation proves itself during times of stock market underperformance. During economic boom times, investors are kicking themselves for not being all in equities. The exact opposite is true during times of economic hardship and stock market downturns. Having a percentage of your portfolio spread among stocks, bonds, cash and alternative assets is the core of diversification. How you slice up your portfolio depends on your risk tolerance, time horizon, goals, etc. Every investor's situation is different. (For more on this subject see the following article: Portfolio Protection In Diversification And Discipline.) 

5. Defensive Industries 
There are equity securities that generally perform better than the overall market during bad times. These industries have become known as defensive industries, or non-cyclical industries, because they refer to the defense they provide your portfolio in times when the stock market plummets. Here we are talking about the companies that reside within the industries that provide goods and services that consumers, governments and the economy as a whole will need come rain or shine. 

A simple example would be household non-durables (things that get used up quickly) like toothpaste, shampoo, shaving cream, etc. Regardless of whether the economy is booming, people will still need to brush their teeth, wash their hair and shave. Despite this, there is still an element of stock selection within historically defensive industries. (For more on this topic check out Cyclical Vs. Non-Cyclical Stocks.) 


Short Stocks: 

For those of you who don’t know, shorting a stock is the selling of a security that the seller does not own, or any sale that is completed by the delivery of a security borrowed by the seller. Short sellers assume that they will be able to buy the stock at a lower amount than the price at which they sold short.  

  

Selling short is the opposite of going long. That is, short sellers make money if the stock goes down in price. 

  

continue article below... 
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 If you like this article so far, Eric Cheshier also contributes to the Master Picks Newsletter and the Quant Method Newsletter, only available at WallstNewsletters.com. 



  

So what stocks should you sell short? A good rule of thumb is to look for stocks that are highly speculative, with high P/E ratios and low short term growth prospects. Additionally, look for stocks that already have a medium amount of short interest. However, don’t pick a stock that has very high short interest, as good press could result in a short squeeze. One more thing to look at is whether or not they pay a dividend. Dividend stocks usually don’t fall as much as non-dividend paying stocks in a Bear market. Here are 3 stocks that we think are prime for a short: 

	Symbol Company  
	Industry
	Prior Close

	NETL NetLogic Microsystems, Inc.
	Semiconductors
	$25.41

	PCLN priceline.co...
	Computer Services
	$108.58

	RATE Bankrate, Inc.
	Computer Services
	$45.47


  

Inverse ETFs: 

Inverse ETFs are another way of making money in a bear market. They also provide the psychological gratification of going up when the market underlying index is going dow. You can go with short which is supposed to go up 1% if the index goes down 1%. The Ultra Short ETFs are designed to go up 2% when the index goes down 1%. Here is a list of the Proshares short ETFs. 

  

	ETF Name 
	Ticker
	Benchmark Index

	UltraShort SmallCap600
	SDD
	S&P SmallCap 600

	UltraShort S&P 500
	SDS
	S&P 500

	UltraShort Russell2000
	TWM
	Russell 2000

	UltraShort QQQ
	QID
	Nasdaq-100

	UltraShort MidCap400
	MZZ
	S&P MidCap 400

	UltraShort Dow 30
	DXD
	DJIA

	Short SmallCap600
	SBB
	S&P SmallCap 600

	Short S&P 500
	SH
	S&P 500

	Short Russell2000
	RWM
	Russell 2000

	Short QQQ
	PSQ
	Nasdaq-100

	Short MidCap400
	MYY
	S&P MidCap 400

	Short Dow 30
	DOG
	DJIA


  

Good luck and happy shorting! 

You can also click on the person's name for the full interview. 
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He ran Fidelity's Magellan Fund for thirteen years (1977-1990). In that period, Magellan was up over 2700%. 
"The market itself is very volatile. In the 95 years so far, we've had 53 declines in the market of 10 percent or more......That's once every two years. Of the 53, 15 of the 53 have been 25% or more. That's a bear market. 

So 15 in 95 years--about once every six years you're going to have a big decline. Now no one seems to know when there are gonna happen. At least if they know about 'em, they're not telling anybody about 'em. I don't remember anybody predicting the market right more than once, and they predict a lot. So they're gonna happen. If you're in the market, you have to know there's going to be declines. And they're going to cap and every couple of years you're going to get a 10 percent correction. That's a euphemism for losing a lot of money rapidly. That's what a "correction" is called. And a bear market is 20-25-30 percent decline. They're gonna happen. When they're gonna start, no one knows. If you're not ready for that, you shouldn't be in the stock market. 

I mean stomach is the key organ here. It's not the brain. Do you have the stomach for these kind of declines? And what's your timing like? Is your horizon one year? Is your horizon ten years or 20 years? If you've been lucky enough to save up lots of money and you're about to send one kid to college and your child's starting a year from now, you decide to invest in stocks directly or with a mutual fund with a one-year horizon or a two-year horizon, that's silly. That's just like betting on red or black at the casino. What the market's going to do in one or two years, you don't know. " 
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He is the author of "House of Morgan" a National Book Award winner. He also wrote "The Warburgs," winner of the Eccels Award for best business book. 

"Sooner or later we have a sustained bear market. We have not repealed the business cycle. It's unlikely that financial history has turned a corner and that we're in a brand-new world where we will never see manias, panics and crashes again. They've been too much a part of the financial landscape for too many centuries. 

And one of the reasons that I worry about the institutionalized complacency in market is that once that complacency is shattered, it will turn to the most unreasoning kind of fear, which is panic. And the panic becomes proportionate to the complacency. 

And I think that there are so many people who lived through the 1987 Crash, who now think they know the worst that the stock market has to offer, who are really not psychologically prepared for a market that would go down 30-40 percent over a period of a year or two. 

I don't know that we will ever have again this sort of situation we had between the 1929 and 1932, because earlier in the century the little people would enter the stock market in a very sporadic and opportunistic way. They would run in late in rallies when there was a certain amount of euphoria. They would then get burned. They would then run out of the market again. 

We now have a breadth and depth of involvement of the small investor that is unprecedented when you have 50 million people buying stocks and mutual funds. That's a tremendous base for the stock market. Also even if we had a very violent crash, we'd have a situation now where a lot of stock investment through 401K plans and other retirement plans that are actually written into employment contracts. They're part of collective bargaining agreements. No matter how frightened or disillusioned people became, these systems would continue to go on. And so it's an institutionalized involvement of individuals. 

....... One other thing....what would happen if we had a sustained bear market after a lot of the Baby Boomers had retired, they were all past 59, they were beginning to draw from these different retirement plans that were invested in the stock market, and yet suddenly their stocks were under water, on paper their investments were down 30-40-50 percent. What would they do? 

They would face two options, to my mind, fraught with peril. They could either decide that they would tighten their belts and ride out the storm and reduce their discretionary spending, which would tremendously intensify and prolong any recession. Or they could say, "Well, we have to cash in the stocks because we need the money to live on," in which case they would suffer a permanent, perhaps quite devastating, decrease in their retirement funds. We really haven't had very much experience with people funding their retirement out of the stock market, and we don't know, frankly, how it would work under every scenario. And, frankly, I don't see that there are a lot of people who are studying that are even speculating about it." 
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She is the author of "Fidelity's World." 

"People have been trained over most of their adult saving life, if you look at people now nearing their 50s, to believe that while markets may have a few scary roller-coaster days, by and large, they go up. They don't always. Japan has had a terrible bear market extending five or six years. The U.S. had a terrible bear market all through the '70s. But that's been forgotten. There's a certain amnesia that cloaks the -- the failure of our myths, and in this case one of the great myths is that you can have safety and high return. We haven't wrestled with the idea that high returns require taking higher risks. And that's the big flaw in our psychology. 

.....Most people think of the Crash of 1987 as about the worst thing that can happen to the modern stock market, but in fact it really wasn't, not by a long shot. It was a quick, sharp correction, a down draft. The most serious problems it posed were to the mechanical, machinery of the stock market, just coping with the volume of trades, keeping investors informed. 

The worse case scenario for the stock market is something like the 1970s, just a long, grinding bear market that edges up and slides back down, two steps forward, three steps back for years and years and years. That's what happened in the '70s. It's what Japan has been living through for the past half-dozen years. It can happen here. There is no immunization of the American stock market that keeps up from ever having a long, dull, grinding bear market. It could happen again. " 
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Cramer manages a hedge fund and is a financial columnist for magazines such as New York and Smart Money. 

"I don't think the market is so dangerous. In 1990 we had a full-scale bear market in the financial stocks. You had Citicorp, Chase, Chemical Bank losing 70-80 percent of their value. That was a sector that was decimated. In 1990-4 you had foreign country funds decimated. In each case there were speculators betting that Chase had the stock going down, didn't realize the dimension of real estate problems. There were speculators saying that the foreign stocks had the stock going down. They were all wrong. Those classes of assets were dangerous at the time and they became great bargains. What I'm saying is that there are stocks right now that if you're shrewd enough, you will be able to buy them at the opening today and I you'll make money in a year from now. 

frontline: But don't you have to be a professional to be that shrewd? 

Cramer: I think that there are changes that have occurred in technology .... people can have the same level of information that I have.....the danger that we have right now are people who get the same information as I do and, therefore, think they'll reach the same conclusions that haven't traded as long, don't have bear claws up and down their backs like I do. I mean I've lost tremendous amounts of money in various markets and I think that's something that makes you better at my job, not worse. 

I think a lot of the people who are in now haven't lost tremendous amounts of money yet, don't want to, but will. But they won't lose 'em if they're in companies that are real." 
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Fleckenstein is President of Fleckenstein Capital Management in Seattle and is skeptical about the heights of the current bull market 
"I believe a bear market is inevitable at some point, simply because in Nature, in life, in everything, there are cycles. There's no such thing as the elevator that only goes up, which is what the stock market is in people's minds' now. The consequence of it going up in changing people's behavior and pushing prices to where they are and all this is almost inevitably you have a bust. Similarly, when you have a bust, you set up the next boom. So these cycles occur for reasons. You sow the seeds of the next problem. I think it is inconceivable......we will have a monstrous set-back in the stock market. I don't know whether it's gonna come from 6000 on the Dow, 8000 or 10,000." 
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He is on the staff of Money Magazine and often is asked to appear as a personal finance expert on radio and tv programs. 

"........if we get a bear market, it's probably not going to be the kind of bear market we had before, which was very quick, sudden, and it's over. It's probably going to be a longer term bear market like in 1973 and '74. It lasted a long time and stocks were down 50 and 60 percent. That is much more difficult for people to deal with in a certain way than a sharp crash kind of situation and it's over with before they even have a chance to do anything about it. 

So we'll have to see if people hang in there through a long-term bear market, which is a little bit harder to deal with. But I think in the long run they will do that as long, again, as alternatives are not very attractive. 

...People do have high expectations and you can see it in the kind of cash flows into mutual funds. The money is going where it's been hottest -- technology funds. They see these records, 50-60 percent in the last year or so, and they want to jump in. 

....There's a fund recently....I think in the last year it was up about 90 percent. They just opened an emerging growth, an even more aggressive fund for one day and brought in a hundred-million dollars in one day and closed that fund. A lot of people would have wanted to get into it, they couldn't even get into it. They didn't even know it was happening. That's the kind of money that's chasing the hot action right now. 

Now probably you'll do well long term in a fund like that, but if there's a bear market or the market gets hit, for whatever reason, short term, I'm worried that people could want to bail out of it. They shouldn't, but they might be people with these high expectations that get dashed and they freak out the moment something goes wrong. " 
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He is the Senior Editor of Worth Magazine and author of "The Worth Guide to Electronic Investing." 
"I was talking to Hugh Johnson, who's the market analyst for First Albany......What Johnson talked about and what interests me is that investors always fight the last war. It's like the French before World War II. You build the Maginot line to defend against World War I and the Germans then sweep around your flank. I think investors who have been in this market for any length of time think that 1987 is a typical bear market and it's really not. It went down in a very few days. People basically had no chance to get out. So they really didn't have a chance to do the wrong thing. I think people are behaving as if that's what they how to really worry about so that basically you have a kind of history that reinforces the buy-and-hold mentalitythat worked in 1987. 

If what we're talking about, however, is a bear market like '73-74 where you had this grinding decline over months, with the market constantly looking like it was going to rally,the bear trap, as it's called, so that people had a chance to go, "Well, gee, it's down 20 percent, but it's come up in the last few days. I'll put more money into it---it went up just enough for them to get more money sucked in and then went down again. That kind of market absolutely no one is prepared for. There really isn't anybody on the individual investor level who's been through that experience. It's too long ago. 

And the last is just a question of what does a 10-1/2% return, on average, really mean to an investor. You don't care about "on average." You care about what the returns have been during the period you're in the market. If the market is going to yield 10-1/2% on average for all the years until the year when you need to get out, -- the 10-1/2 % becomes irrelevant. If you then suffer through a 30% correction, crash, bear market---whatever you want to call it-- the 10-1/2% is a nice statistical abstraction. It doesn't really mean very much for people trying to retire." 
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Grant is founder and editor of "Grant's Interest Rate Observer" and author of "The Trouble With Prosperity ." He 's a well-known Grinch about Wall Street today. 
"To have been bearish in the face of this titanic rise in stock price is a little bit like, you know, being bearish on a hurricane. You're going to stand out there and decry the force of Nature, but it's hard to make much headway against it. It has been a truly humbling experience.....the market continues to fly in the face of every single received rule, evaluation and prudential investing that I know. 

......it's a truism, though, that when the market turns down, the worthy as well as the unworthy get taken out... Similarly in the rise, many unworthy stocks get carried along with the up side, but it is not true that the great solid blue chips are exempt what happens to the rest of the list during a sell-off. In the bottom of the last really powerful bear market we had in 1974, you could buy Boeing for less than the value of the cash on its balance sheet, if memory serves. 

.......It is impossible to exaggerate the degree of revulsion that the public feels towards common stocks at the end of a powerful, epochal bull market. That is the term of art, by the way. It's called revulsion. It's not bearishness. People just can't stand the sight or the sound of it because there's been so much money lost.....so much energy expended. There's been so much hope destroyed. And that is called an opportunity. This is where great fortunes are made. So....there is a lot to be said for a bear market. It clears away the debris of a preceding boom. It puts paid to a lot of mistakes and it gives people a chance to buy great companies cheap. 

frontline: If stocks have become overvalued and people know it, why do people buy them? 

Grant: Well, overvaluation never stops a bull market, nor does undervaluation stop a bear market. In other words, at the bottom of this market, and no doubt one day we'll have a bottom. And at that bottom, people refuse to consider buying a stock that is really being given away. That's the definition of a major bottom of the stock market. Similarly, at the top, people pay no heed to what, objectively, is unprecedented or at least extreme levels of overvaluation. Why? Because they know it'll go higher. At the bottom, they know it will go lower. These truths are absolutely the only certain thing in finance. Everything else about finance is variable and contingent. The only permanent truth in finance is that people will get bullish at the top and get bearish at the bottom. 

.... Peter Lynch's great idea is that stock price appreciate over time, but there is no one single settled truth in finance except for the fact that people will over-do it. They will get too bullish and then too bearish. ..It is simply not true that stock prices always follow earnings. If it were as easy as that, everyone would be even richer that Peter Lynch has implicitly promised they can become."

15. Bear-proofing - sectors that historically do well in bear markets
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A common way to assemble a 'defensive' portfolio of shares is use sector analysis:

· Identify sectors in which the product or service is a basic necessity rather than a discretionary or luxury item. 

· Select the companies in those sectors which have a strong market position and sound financial position.

The second part of this process is as important as the first. It's not enough to invest in the right sectors if the companies you choose face powerful competition, or if they are in a weak financial position.

The definition of basic necessities should be a fairly literal one. Food, water, heat and light qualify, but designer clothes and luxury holidays don't. Focus on 'need-to-have' items rather than 'nice-to-have' ones.

Sectors that have historically been proven to do well in bear markets, either rising in price or falling appreciably less than the market as a whole, include:

· Soft drinks companies 

· Major pharmaceutical companies 

· Food producers 

· Major oil companies 

· Basic household products companies 

· Incumbent telephone companies 

· Tobacco manufacturers 

· Electric utilities

Source: Leuthold Group, Minneapolis

Bad market got you down? Here’s a handful of ideas that could help you during what is rapidly becoming a very violent ride:
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FORGET YOUR EMOTIONS. Do you have a diversified stock portfolio? Are you invested in more traditional stocks? Do you have a long time (typically ten years or more) until you need the money? If you answered “yes” to any or all the above, you may want to consider checking your emotions at the door, not panicking, riding it out and get this…. actually investing in more stock.
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WHAT THE HECK ARE YOU DOING IN THE MARKET? The exact opposite of the above: do you have a poorly diversified portfolio? Are you invested in junky stuff? Do you have a short time horizon before you need the money you’ve invested? Are you deep into retirement?

If you answered “yes” to at any or all of the above, you may want to seriously consider bailing out before you ride this market down where the end result can be steep losses, an extended working life, or even worse, getting tossed out of your house. … Remember the simple rule of success: if you don’t need the return that might not happen anyway, why take the risk?
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CONSIDER MARKET INDEXED LINKED CDs. How about this unique concept: invest in the stock markets and if you get hit hard, hold the position until maturity and you’ll get your money back. If that doesn’t sound good enough, how about this: the account is backed by FDIC insurance if held to maturity. In some cases, even if the market goes down, you can get your money back plus a little interest. … What’s the downside? …. If the markets go down and you want to get your money back, you’ll have to hold the position until maturity, which is typically anywhere from three to five years. Additionally, the tax treatment of these market index linked CDs can be very complex.

Other factors might not make this a suitable investment for you, but if you are worried about losing your money in the markets, you might want to check out these little known products that are sometimes referred to as “structured products,” “Growth CDs” or “Index CDs.”
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INSURE YOUR INCOME. It’s amazing how many negative things I hear about Variable Annuities when their living benefits could bring you some security. Are you invested in the stock market with a period of time before you need to start drawing income from your investments? You may want to check out the new Variable Annuity benefits, commonly referred to as Living Benefits. … What does that mean? …. Although benefits fees and charges will greatly differ depending on which company you invest with, living benefits basically mean this: in the event your investments within the Variable Annuity goes down in value, you will earn a minimum amount of interest on your original investment that becomes the base in which your income is drawn from.

Conversely, in a typical investment account, if the account goes down in value and you later draw income from it, you are drawing your income from the value of your stocks. When investing in a Variable Annuity with a living benefit, your income is drawn from this benefit’s base which is typically the greater of the minimum amount of interest earned or the highest value the account once was. …. Confusing? …. Could be….. Worth the investment? ….. again, it could be….. It depends on a number of factors and a qualified, skilled and knowledgeable advisor that has your best interest at heart will likely help you determine whether or not you should consider these investments for your money. (Keep in mind that the ability to receive income from a VA is tied to the claims paying ability of the annuity company).

[image: image23.png]5. Build A Ladder




BUILD A LADDER. Investing in bond mutual funds? Values going down? … If they are, you might want to consider replacing the bond funds with individual bonds… Why? …. Well, here’s a trivia question - when a bond fund goes down in value, when do you get your investment back? …. The only honest answer is, “I’m really not sure.” But, when you invest in a bond ladder, you have dates of maturity when, if the bond values go down, you will get your investment back, which, for most people, is typically a very nice thing to know.

As with everything being discussed here (there are risks associated with any investment), don’t take it to heart and don’t rush out to invest in something like this unless you first speak to a qualified advisor.
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PAY ATTENTION. I’m sitting on a plane right now traveling from Cancun, Mexico flying back to Los Angeles. Earlier today, the futures of the US market show there’s a likely possibility the markets will get ripped apart tomorrow due to a global sell-off, bond insurers getting downgraded and a number of other reasons.

If you are reading this, congratulations. You’re not only enduring one of my more dry, boring and conservative articles, but you are paying attention, which when it comes to their investments is something many people don’t do. So, if you are reading this, you’re doing a great job of exploring ideas of what to do during a violent market. But, don’t get lazy.

All portfolios, during good and bad markets deserve your attention. After all, this is your hard earned money we’re talking about, isn’t it?
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THE MUTUAL FUND ALTERNATIVE. If the market tanks tomorrow (and, quite honestly, even if it doesn’t), you really should remember this: … imagine, we wake up tomorrow and the market is tanking. You are invested heavily in mutual funds and seeing financial Armageddon ahead, you want to cash out of the market. You call your broker to get out of the market first thing in the morning but the position can’t be sold until the end of the day.

Not good. But, if you were invested in something called Exchange-Traded Funds (an index that trades like a stock), you can get out on moment’s notice. … Diversification? … Ability to trade on moment’s notice? …. The opportunity to have better control of your investments? … That’s not a bad idea, but remember: there’s lots of reasons investments that don’t trade until the end of the day could make better sense for your portfolio, so don’t take all this to heart.

Just remember: the options do exist and it’s something you should likely explore when designing your investment portfolios.
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GET SOME HELP. The financial services business is filled with stories of advisors that lost all their clients money, and in some horrible cases stole their client’s money. While there’s certainly some very bad advisors out there, any industry is filled with its share of bad apples. In the industry of financial advisors, I have to say that most people I have met are intensely honest and really do the right thing for their clients.

As such, if your veins are filled with stress and you don’t know what to do, why not take some time to interview a few advisors? The assistance and brainstorming sessions you can get could be one of the best dates you and your money have ever had.
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DARE TO BE DIFFERENT. Earlier today a woman told me she was absolutely certain we were headed into the Great Depression Part II. Disappointed that she couldn’t make any money, I couldn’t help but introduce her to the concept of something called “inverse funds.” A speculative investment it is, but get this: the value of these funds go up when the market goes down. And in some cases, they go up double the percentage of a declining market.

While inverse funds are not a totally new concept, some of the funds are: several companies have started offering inverse funds in “narrow” market sectors such as financials, real estate, consumer goods, various international markets, etc., etc.. …. So, if you are like the woman above who is certain we are headed for global disaster and you want to continue speculating in the markets, don’t despair: these inverse funds might wind up bringing you the profits your money seeks. Of course, be sure to read the prospectus carefully investing in any mutual fund.
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LEARN A NEW LANGUAGE. Have you read Thomas Friedman’s fantastic book, “The World is Flat?” It’s a fantastic book with one underlying concept: thanks to technology, innovation and a number of other factors, the world is no longer islands of countries, rather, an interconnected global society of economies and other things.

Although the global markets tanked yesterday and for (hopefully) a brief moment it may appear the world is on fire, chances are decent there are other countries to explore that are doing quite better than, for example, the US economy.

When exploring other parts of the world to invest in, however, I would highly suggest staying away from investing in individual companies (unless you a true wizard, picking individual companies in any market is a tough thing to do). Rather, consider using something such as an index Exchange Traded Fund to pick the country of your choice.

And one more for the road…..
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START READING. Instead of watching American Idol tonight, spend a moment to read the paper…. a magazine…. Barron’s, The Wall Street Journal, or at best, a great book on investments. While there are loads of technical investment books to chose from, my guess is that most people will want to read something a bit light, easy to understand yet highly educational. While I don’t necessarily agree or endorse everything they say, I’ve read scores of them, and as for the simpler ones to suggest, a few that come immediately to mind are as follows (plagiarized from my previous blog):

· You’ve Lost It, Now What? How to Beat the Bear Market and Still Retire on Time (Jonathan Clements) 

· The Millionaire Next Door (Stanley and Danko) 

· 9 Steps to Financial Freedom (Suze Orman) 

· The Trouble With Mutual Funds (Richard Rutner) 

· Rich Dad, Poor Dad (Robert Kiyosaki) 

· You Can Never Be Too Rich (by some guy named Alan Haft) 
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Bad market or good market, I hope the above ideas will help you out. In hopes the world isn’t being set on fire, I want to sincerely wish you all the best of success (and if I can be of personal help, visit my main site at www.alanhaft.com and drop us an email)…

We all naturally shy away from investments that are in the dumps. But I say fight nature and you'll be a more-successful investor. Read on to learn five things Dad, Junior, and the rest of us can do to survive--and maybe even thrive--through this tough market.

One: Don't Panic
The first thing investors should do is nothing--at least for awhile. 

Selling that S&P 500 fund while it's in the dumps means locking in the loss. As of March 2, the S&P 500 was down 9.6% for the previous 12 months. If Dad had bought the fund a year ago and sold on that date, the result would be as if he paid one dollar for every 90.4 cents he took out of the fund. 

I'm not saying that investors should never act when bears are on the prowl, but that they shouldn't do anything rash. My four remaining bear-market tips will help insure that when you do make moves, they're smart ones.

Two: Review Your Plan
One of the best ways Richard can restore his son's (and his own) confidence is to review their investment plan. That will remind them what they're investing for, and why their investment portfolio is appropriate for that goal. 

Use Morningstar.com's Asset Allocator to determine the odds of reaching your goal given your current portfolio.

Investors who don't have a plan: Create one. Identify your goal and the level of risk you're comfortable with. Then use Asset Allocator to determine whether your current portfolio will get you to that goal without keeping you up at night.

Three: Make Sure Your Portfolio Is Diversified
Of course, this activity follows from the second, but I make no apologies for repeating myself. Maintaining exposure to a variety of areas from big and small companies, to growth and value stocks, to foreign as well as U.S. issues, and especially to bonds and cash, is the best way to survive a bear market. 

Use Morningstar.com's Instant X-Ray to get a handle on your portfolio's current mix. 

What if your portfolio isn't as diverse as it ought to be? You could shift assets around to achieve your appropriate blend. But I hate to sell a fund when it's down. If you're like me, you use new money to add to the underrepresented areas of your portfolio.

Four: Review Your Investments
By giving your individual investments a good once-over, you'll increase your confidence that these investments are worth sticking with, despite the painful recent performance. "A Simple Year-End Fund Check Up" will tell you how to analyze your investments. 

Make sure your funds are still playing the same roles in your portfolio that they originally did. Check that they're still competitive with other funds in their category. 

Five: Go Shopping
It may seem like "go shopping" is my response to all market crises. But I still believe that a bad market can present opportunity. After all, the S&P 500 is down nearly 10% for the past 12 months, and a host of funds and stocks are off considerably more than that. That means a lot of good long-term investments are going cheap. Even my colleague Susan Dziubinski is eyeing tech funds after years of thinking they were overpriced. 

Of course, I did say "go shopping" months ago, and the market has been down since. Unfortunately, the only way to identify the market's low point is after the fact, when you've already missed the cheapest prices. That's why I recommend dollar-cost averaging for fund investors. By investing a set amount of money automatically each month, instead of wincing when your fund sinks further, you can console yourself that you're getting an even better bargain than you did last month. (For more on dollar-cost averaging, read this.) 

· Sell early. If this is a bear, there's no point hanging around. Sell now rather than later. Why? You want to avoid as much of the bear market losses as possible. You want to avoid being one of those courageous investors who hangs on through a 19% decline but then can't stand it and sells at 20% down. Buying high is one way to lose money in a market. The other is selling low. And that's what you'd like to avoid. Selling now also helps clear your head. Instead of fighting the last battle, you're ready to look forward to making money -- with the cash you've got in hand -- when the market turns in your favor. 

· Get over yourself. No investor likes to admit a mistake, and so you hang on to stocks down 20% or 30%, hoping they'll move up to break even in the next bear market rally. And then you'll sell. This sets you up for more losses as the bear runs its course, and it means that you're likely to be selling when the rally that marks the end of the bear finally comes -- at exactly the time when you should be buying. But, hey, investing isn't about being perfect, and making a bad investment isn't a judgment on your moral character or intelligence. All investors make mistakes and pick losers. All we can hope for is to pick more winners than losers. 

· Don't count on past winners for safety. In a bear market, almost everything gets sold. Worries about the U.S. and global economy have already taken a big bite out of energy and industrial commodity stocks (copper mines, for example). That's not unusual. Those commodity sectors sold off in past bear markets, too. Looking back to previous bear markets, about the only sector able to buck the trend has been gold. Gold stocks are in their own little correction now because of a drop in sales of gold into India's jewelry market, the biggest market for physical gold in the world. But this is just a correction in gold, which will likely be one of the few havens in any 2008 bear market. 
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· 5 stocks for the US energy crisis 

· Don't count on a 'normal' recession 

· Is '70s-style stagflation returning? 

· 4 ways to recession-proof a 401(k) 

· Are we headed for an epic bear market?
· Cash isn't trash. Rethink your definition of a good return. A 4%-to-5% return might look puny when stocks are moving up 15%, but it's a darn sight more attractive when stocks are plunging. That cash on the sideline can earn you 5% in a certificate of deposit now (keep the maturity short -- six months -- so you can put this money to work when the bear is over). Bonds are yielding less than that now, but with the Federal Reserve expected to launch more interest-rate cuts, your total return from a bond could well be higher (bond prices climb when interest rates fall). Stick to safe U.S. Treasurys and to relatively short maturities, such as two years, so you avoid losses from resurgent fears of inflation. 

· Hedge with an inverse exchange-traded fund. In the past I wouldn't have recommended anything like this. For investors unfamiliar with options and shorting, a bear market certainly is no place to take a crash course. But with the advent of ETFs -- funds that trade like stocks but hold a portfolio of assets like a mutual fund -- that's changed. You can now buy an ETF that goes up when the Nasdaq or S&P 500 or the Russell 2000 Index ($RUT.X) goes down. And you can even buy an ETF that goes up twice as fast as the index that it tracks goes down. So far in 2008, these ETFs are doing exactly what they're supposed to: The Short QQQ ProShares (PSQ, news, msgs), which bets against the Nasdaq-100 Index ($NDX), was up 13% this year as of Jan. 18. (Be careful chasing returns on the short end. Monday's rout in the overseas market suggests we're getting close to a bear market rally, and you don't want to go short just in time to be killed by a rally. The time to put on a hedge like this is near the end of a rally -- not during the panic that often marks a temporary bottom to a bear market.) 
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A shining turnaround?

It looks like the market may be falling for the next six to eight months. Even gold, a traditional haven, is taking a licking. But gold will likely come back before stocks do, says MSN Money's Jim Jubak -- because buyers will return to the jewelry market as prices drop.

Which mix of these five suggestions you chose to follow depends on your portfolio, your investing horizon and your own psychology (you know how much pain you can stand). The closer you are to needing your portfolio, the more aggressively you should protect it. The less prone you are to panic, the less you need to worry about selling at the bottom. But I think raising cash so that you're ready for the next bull market is a good strategy for anyone fighting a bear.

PICKING A BEAR MARKET STRATEGY 

The very best any experienced investor can do is to select the very few asset classes that, since the bear market started almost 4 years ago, have shown the probability of continuing to provide at least modest long term gains. It is unreasonable to expect any asset class to produce gains every year. In fact, it is better to have variations year to year so long as the long term trend is up. This is only true if an attempt is made, through rebalancing, to take these temporary profits and move them to a safe asset class where they will be retained. 

In recent months, we have written a number of essays using asset classes we expect to do well in a bear market. From many of the questions received from readers, we have failed to stress some most important points. So we will try again. There are two very important selection criteria for a bear portfolio asset class: 

It must have (1) a very high percent of its assets in one selected class, e.g. gold mining and (2) a price history indicating it’s ability to weather bear market conditions. The first requirement is very important since the most desired characteristic is for each asset class to have a unique price action. We do not want to own a fund that owns even two dissimilar asset classes since that will reduce its volatility which provides capital gain opportunities. There are many such funds that, in more normal times, would be acceptable. Fortunately, the requirement for a single asset class is fairly easy to meet initially. If a fund changes its policies at a later date, it should be replaced. 

The second requirement cannot be assured for all asset classes except the stable bonds.  So, we pick the best ones available at the start and replace any that go into a long losing streak. Any volatile asset will have price cycles that last months in each direction. This is not only acceptable but necessary if we are to create capital gains. In a 10 asset portfolio, one could actually tolerate one class with a long declining price trend provided it continued to provide opportunities to take capital gains from its price volatility actions. 

Let’s bring this discussion to a close by summarizing the main features of a multi-asset portfolio designed specifically to provide bear market gains. First of all, it is the very antithesis of a Buy and Hold portfolio. Up to a certain limit, the more times a special bear portfolio is rebalanced, the higher will be the ultimate gains. Our experience has shown that this is especially true if the rebalancing is done at portfolio price peaks and valleys rather than at calendar intervals. 

Since the future is unknown, the very best any investor can do is build the best portfolio possible and manage it to the best of his or her ability. There will be three keys to success. First, choose a portfolio size suited to your circumstances, second, select volatile asset classes that are truly different and third, and most important, hold short term government bonds exactly as specified in my essay. They are the essential safe reserve to hold and preserve your capital gains. 

GIVE YOUR PORTFOLIO A CHANCE TO SUCCEED 

Assuming, you have done the best that you can in selecting your portfolio, leave it alone for a year or two. Follow the price actions of each asset class. If it is a small starting portfolio, add new cash periodically to bring the asset classes back to the desired percentages. Moderate size portfolios can best be rebalanced by sale and repurchase of new amounts in each asset class. This can be done readily and at quite reasonable cost in a high discount brokerage account. 

Although an investor could make all future decisions based solely on the price actions in the portfolio, it will always be helpful to have access to long term Elliott Wave data. At some time in the future, the huge first great bear wave down will end and be followed by a major corrective wave. It will show up in the prices of the short funds but not necessarily in the bonds, gold or natural resource sector. If expert EW predictions at the time call for more than a year or more of rallying, the three short funds could be traded for long index funds to be held for the length of the corrective wave and switched back for the next bear leg.  Do not attempt to do this without good information. If the next bullish leg in a long bear market turns out to be relatively minor the short positions could be retained. Please remember that our retrospective portfolios have survived bear market rallies as long as 11 months. 

WHY DO WE REBALANCE? 

After doing a superb job of selecting the best available asset classes, a wise investor would then determine the percentage of cash allocation to each. This will determine the overall safety of the principal and the expected amount of growth and price volatility. If the investor has done a good job of fixing these variables, a serious investor would want to retain these important portfolio characteristics permanently. Many investors forget about the huge changes that will occur over a five or ten year period. Some parts of the portfolio might grow to several times the original percentage with other assets declining.  Periodically returning a portfolio to its original asset balance is the easiest and best way to keep its original asset percentages.  This is the only way to keep a well planned portfolio working to achieve a long term objective. 

Without a rebalancing plan to guide them, many investors may lack the discipline to handle success or failure in one or more parts of their plan. Let’s suppose a huge gain occurs in the precious metals class over a two year period, followed by a complete retracing of the gains. It would be difficult for experienced investors to recognize the peak and take some or all of the profits. But a planned rebalancing every six months would capture much of the gains and save much of the ultimate loss. So, the best argument in favor of periodic rebalancing is that it forces investors at all experience levels to take profits when available and prevents them from disappearing or even turning into future losses. 

In summary, rebalancing is a simple way to manage a long term portfolio and bring it to a successful conclusion.  It forces each investor to follow the original plan to a successful end or until future events dictate that changes need to be made. Rebalancing is of great importance to preserving your capital and to capturing capital gain opportunities before they disappear in normal market ups and downs. 

REBALANCING A TEN ASSET PORTFOLIO 

To clarify my words above, we will give the actual experience of rebalancing the portfolio discussed  in our Essay No.1 several weeks ago. Viewing the FastTrack price charts of these  stocks and funds over the past 3 years, it was apparent that there were 6 very sharp price peaks, 3 in the reverse NASDAQ short fund and another 3 in the ASA closed end gold fund. We chose to rebalance at each price peak, even though, in real time, a delay of one week might occur to recognize that a peak had occurred. So the differences in the assets before and after rebalancing are slightly magnified to make them easier to follow. Data on the 6 price peaks is given below: 

 

	Asset Class
	Date
	Price High
	3 Year Price Range

	Reverse NASDAQ
	04/04/01
	40.74
	20.46 - 52.46

	Reverse NASDAQ
	09/21/01
	45.15
	20.46 - 52.46

	Reverse NASDAQ
	10/07/02
	52.46
	20.46 - 52.46

	ASA Gold Fund
	06/03/02
	38.88
	15.25 - 44.80

	ASA Gold Fund
	01/03/03
	42.19
	15.25 - 44.80

	ASA Gold Fund
	09/24/03
	44.80
	15.25 - 44.80


Here is the 3 year comparison from 10/06/2000 thru 10/06/2003 for the identical portfolio with and without rebalancing: 

  

	 
	Total Value on 10/06/2003

	Asset Class
	Initial Portfolio
	Buy and Hold
	6 Rebalances

	U.S. Tr. Short Bonds
	$26,000
	26,670
	$38,412

	Foreign Short Bonds
	26,000
	37,632
	38,412

	ASA Gold Fund
	6,000
	15,956
	8,864

	CEF Bullion Fund
	6,000
	8,784
	8,864

	Small Gold Fund
	6,000
	9,332
	8,864

	Rev. Nasdaq Short
	6,000
	7,961
	8,864

	Rev, S&P 500 Short
	6,000
	7,455
	8,864

	RYJUX Short Bond
	6,000
	4,696
	8,864

	PCL Timber Stock
	6,000
	8,482
	8,864

	Divers. Energy Fund
	6,000
	8,761
	8,864

	Total
	$100,000
	$132,327
	$147,739


The annualized rate of return for Buy and Hold is 9.8% and for Rebalancing is 13.9%. This differential will certainly vary with different asset classes and market conditions. But there are real advantages to rebalancing that have nothing to do with the final return. An unmanaged buy and hold portfolio has the ever present danger of major losses if one or more assets grow to a high level and then crash. This is always possible when dealing with volatile asset classes and inadequate management attention. If you choose to rebalance twice a year, using price peaks as in this example, you will always be an active manager and will have very few negative surprises. 

It is interesting to note that all the reverse index stock funds have been dropping in price for the past year, but the rebalancing actions have added funds from other capital gains that will be of great benefit when the general market resumes the bear trend. Also note that ASA and CEF had significant price peaks on September 24, 2003. Only one of the asset classes, Foreign Government bonds, closed on October 6, 2003 at its 3 year price high. The short stock funds topped on October 7, 2002. Presumably their next big price move will be up. My personal conclusion from this retrospective test is that this portfolio will continue to do well as the bear market continues. With its large and safe bond component, its volatile components are expected to follow their past volatile habits and provide future capital gains as in the example above. 

We have been thru a turbulent bear market and expect it to continue. However there can be no guarantees for the future. It is one thing to put some "play" money into a portfolio and quite another to put your retirement assets at risk. However, if you choose assets well and continually look for any adverse market developments and make necessary changes, there is no reason why you should not sleep well at night. 

CLOSING REMARKS 

As we close this essay, the market appears to be in the final blow-off stage of this one year bear rally. We fully expect it will end badly for all participants. My advice to all readers is (1) to avoid this mass mania and (2) set your objective on safe, steady growth over the long term. Best wishes for your future success. 

The first fundamental principle of bear market investing:

• Own quality

A classic mistake made by many investors during a bear market is to play dead. Yeah, that’s what you’re supposed to do if you meet a real grizzly in the woods - but not here. It’s essential that you make changes. Obviously, we aren’t saying to completely revamp your entire portfolio. But, you need to adjust accordingly and ensure that you own quality stock. In a bear market, it’s imperative that you cast off shaky stocks and reinvest your hard-earned dollars for the long-term.

Bear markets can provide first-class opportunities for investors. The trick is to know what you are looking for. Beaten up, battered, under-priced: these are all descriptions of stocks during a bear market. A Bear market is sometimes viewed by investors as a buying opportunity because the valuations of good companies get hammered down along with the poor companies and therefore sit at very attractive valuations. However, not every stock in a bear market is a bargain, but this is a time when some real bargains can definitely arise. Quality stock at a bargain price? Where do I sign up?

The second principle is:

• Don’t be afraid to invest in struggling sectors (for the long-term payout).

If a company in a struggling sector is sluggish due to exorbitant product costs or lack of growth, it’s obvious that you don’t want to invest in them. So, the first thing to remember when investing in a struggling sector is to do your research. The second is to remember that your investment is for the long-term. Everyone’s heard the saying “buy low, sell high”. Well, this is how and where you buy low in a bear market and still keep your claws razor sharp.

Simply put, long-term investing works over the long term. It’s as simple as that. Take the business cycle, for instance, as it relates to the stock market. During the first two stages of a typical business cycle, expansion and recession, the pendulum swings either too high or too low, respectively. Meaning that during a time of expansion, stock prices are soaring alongside the economy. They then reach a point where they are maxed out and become overvalued and, to compensate, the pendulum must swing back the other way. This point in the cycle, recession, is where stock prices plunge with the economy. However, it’s in the third stage, recovery, where things even out, profits are made, and stock prices reach appropriate levels.

Experience strongly suggests that in bear markets, patience pays. Stick with your investments throughout the business cycle and you may be rewarded for your patience. Try to chase the ebbs and flows of the cycle and you’re in a dangerous guessing game.

The third principle is:

• Reallocate your portfolio regularly to reflect an emphasis on diversification and long-range thinking.

Wall Street’s motto is “greed is good”. That doesn’t mean it has to be your motto, too. The key to successful investing in a bear market is not to get greedy. As the market recovers, take profits on a systematic basis. A diversified portfolio is the best way to go. In fact, history says so by dictating that diversified portfolios yield an average annual growth of 8-10%. And, we all know that history repeats itself. If you plan for the long-term with a diversified portfolio then, at worse, when bear markets hit, your portfolio with even out with the previous years’ of sensational growth.

A prudent strategy for diversifying assets requires a commitment to keep a designated percentage of assets invested in their respective classes, regardless of the current performance of those classes. Inevitably, some asset classes and subclasses perform better or worse than others over the short term. But today’s under-performers typically are tomorrow’s stars.

What not to do in a bear market:

Do NOT chase performance.

Do NOT lay dormant.

Do NOT try to time market swings.

Do NOT panic and turn everything into cash.

The most important thing to remember during a bear market is to be realistic. It’s normal for the stock market to have negative years, it’s how you take advantage of those years that determines how you survive Bear Country.

