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Lessons from 2001 

Like most years, 2001 provided us with many reminders of the principles of the winning investment strategy. Following are a few of the most important.

Risk is Real

The events of September 11 jolted us into painful awareness that the risks of equity investing are always present, even if those risks have been in hibernation. During such hibernation periods, investors who are subject to “recency” — extrapolating the most recent events indefinitely into the future and forgetting the lessons that history has taught — are often lulled into accepting more risk than they really should. This year’s events reminded us that all investors should regularly take the “stomach acid” test when deciding the appropriate allocation to equities. Investors should consider the possibility of a 50 percent loss in an equity portfolio, and whether they could stomach that kind of loss without panic-selling. If the investor’s current equity allocation doesn’t pass this test, then he or she should consider reallocation to increase fixed income and decrease equities. 

Investors who loaded up with equities in the decade of the 1990s were rewarded for taking risk. But those returns should not be confused with a free lunch. The great returns were a reward for taking the risks of equity ownership. When the bear market decided to make an appearance in 2000, the S&P 500 experienced nearly a double-digit loss, and then achieved a double-digit loss in 2001. The back-to-back losses were also the first two years of negative returns for the S&P 500 since 1974 and the greatest annual losses since then. The risk of those type years was, and always is, present. 

Avoid Stock-Picking 

Enron was one of the darlings of New Age investors. The company had transformed itself from a staid domestic pipeline company to a global financial trading powerhouse. In December 2000, with its stock trading at a peak of $85 per share, Enron had a market capitalization of over $60 billion, making it one of the largest U.S. companies. Less than a year later, with the stock trading at well under $1 per share, the company declared bankruptcy — among the largest cases in US history. Over $60 billion in shareholder wealth was lost, and the loss of billions more is likely to be incurred by creditors. The primary lesson from the Enron debacle is to never have too many eggs in one basket, no matter how safe that basket may seem. This is especially true when it comes to investors owning the stock of their own employer. If such stock goes under, it’s likely the investors’ employment options will do the same, at the worst possible time. 

Active Management Provides No Protection

It is important to add that participating in actively managed mutual funds won’t protect the investor from disasters such as Enron’s. Some of Enron’s largest holders were actively managed funds. Among the “true believers” in Enron were the following funds, with holdings ranging from 4-8 percent of the funds assets: 1 Rydex Utility, Fidelity Select Natural Gas, Dessauer Global Equity, Merrill Lynch Focus Twenty, AIM Global Infrastructure, Janus 2, Janus Special Situations, Stein Roe Focus, Alliance Premier Growth, and Merrill Lynch Growth. Particularly noteworthy is the appearance of the Janus family of funds, whose advertising campaign touts their superior research efforts and skills. In fact, Janus’s flagship fund was the largest absolute holder of Enron with more than 16 million shares.2 Obviously all the intensive research Janus and these other firms performed on an ongoing basis did not protect them or their investors from massive losses. 

Diversify, Diversify, Diversify 

Diversification is the prudent approach. While the asset class of large-cap growth stocks and the popular market indices such as the S&P 500 and the Dow Jones Industrial Average were having successive poor years, the asset classes of US small-cap and large-cap value happened to produce positive returns for both years, as did the Real Estate Investment Trust (REIT) asset class. In fact, all three provided double-digit returns in 2000. The relative performance of these asset classes is in contrast to what occurred in 1998 and 1999. Investors who built a diversified portfolio experienced a much smoother if less spectacular ride than those who owned only the S&P 500 or large-cap growth stocks. While they may have experienced some “portfolio envy” in 1998-1999, if they maintained the discipline necessary for long-term investment success, they were ultimately rewarded for their patience.

The winning as well as the prudent strategy is for every investor to build a globally diversified portfolio that reflects his or her unique ability, willingness, and need to take risk; and then formalizing that into an investment policy, including a rebalancing table. This, along with an understanding of the highly efficient and random way that markets work, will help investors avoid allowing emotions such as greed and panic to overtake their investment decisions.        
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Mutual Funds Hurt by Enron’s Fall. San Francisco Chronicle, December 4, 2001. Reporting dates varied, but none were later than September 30, 2001

2
Ibid.
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