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Individual “Company Risk”
When we invest in stocks, we assume “market risk,” that is the effect of large total stock market moves have on our investments.  If we buy individual stocks, we add “company risk” to market risk.  Our individual company/stock may move up or down by itself, as well as having its price affected by market swings.  The latest example of pure company risk is Wellcare- a huge health insurance company.  

The stock had been doing exceptionally well-doubling in the last year.  Then, in late October, the FBI raided its Florida offices looking for evidence of fraud.  The stock dropped over 70% in one week:



  Any portfolio composed of just a few stocks therefore has exposure to both company and market risk.   A way to avoid company risk is to own enough stocks to dilute out the effect of any one stock tanking (like Wellcare).  The number for “enough” stocks is thought to be between 30-100.  Not surprisingly, the long term returns of portfolios containing “enough” stocks to minimize company risk look very similar to the returns of buying the index itself.  So by owning a collection of 30-100 stocks from the SP500 index, you can expect to have a return very close to the index itself.
Ultimately, this is why most actively managed funds have returns equal to the index less their relatively high expenses.  It is also why most investors that put together a portfolio of many stocks would save time and money just buying an index fund.

The potential of “beating” the index is extremely low.  But a good asset allocation is crucial to a good long term return.  A good allocation seeks to have a variety of asset classes that do not all move up and down at the same time and in the same direction.  In addition, a good asset allocation seeks to avoid asset classes that look “pricey” by historical and valuation measures.

Can Happiness Buy Money?

I enjoyed this quote from a new book by Jason Zweig  “Your Money and Your Brain”:
The harder we work to earn more

money, the less time we have for exercise

and vacations, for our hobbies,

for our charities or religion, and for

creating memories with our friends

and families. It is activities like these,

rather that merely making more

money, that create lasting happiness.

Instead of laboring under the delusion

that we would be happy if we just had

a little more money, we should recognize

the reality that we might well end

up with more money if we just took a

little time to be happy.

People who are in a good mood are

more inclined to try learning new

skills, to see things in a broader context,

to think of creative solutions to

problems, to work well with other

people, and to persist instead of giving

up. If you were writing a recipe

for how to make more money, those

are among the first ingredients you

would include.

What will the market do next?

November was truly a dreadful month for American markets-losing all the year’s gains rapidly.  So, what’s next?  I quake at the idea of predicting market movements, except over relatively intermediate to long terms.  So here goes:

I think the American stock market is cheap.  Investors with “tons of money” (pension funds, foreign countries, insurance companies) have three broad asset classes in which to invest for the long term.  1) Real Estate-pretty much flat to dead internationally and certainly domestically for a while, 2) Fixed Income-uniquely, no one trusts any fixed income except government insured vehicles (especially US government).  This means the fixed income investor can buy 10 year treasuries yielding 4% (with inflation running ????, and taxes at 35% plus) or take on significant credit risk while seeking a higher yield.  3) Stocks.

To me, stocks look like the only reasonable place for flows of cash.  In addition, America is “on sale” for the world, having its currency drop over 30% against major international currencies over the last year or two.

This doesn’t mean that I’m overloading portfolios with American stocks, but that I’m very comfortable holding them for a turnaround.
Random Thoughts

"Those who hammer their guns into plows will plow for those who do not."
~ Thomas Jefferson
When I die, I want to go peacefully like my Grandfather did, in his sleep - not screaming, like the passengers in his car.-anon

Save a little money each month and at the end of the year you'll be surprised at how little you have."
- Ernest Haskins

"Even if you take the right road, you're going to get hit if you just stand still."-anon
There are two theories to arguing with women. Neither one works.-Anon
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