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COPING WITH MARKET VOLATILITY 
 
Watch for a Chance to Rebalance at a Discount 
 
Written in Chinese, the word "crisis" is composed of two parts. One symbolizes "danger;" the 
other represents "opportunity." When dealing with a volatile market, it's wise to remember 
both sides of that equation. It's easy to get caught up in the "danger" aspect of times like these. 
But if you can keep your head while all around you are losing theirs, you may be able to take 
advantage of remarkable opportunities. 
 
For example, if you're rebalancing your portfolio periodically to try to maintain a certain 
percentage of your assets in each of a variety of investment types, this might be a good 
opportunity to consider your level of diversification. Rather than abandoning a single asset class 
entirely, you might look at adjusting your portfolio in a way that spreads your bets across a 
wider range of asset classes. Though diversification can't guarantee a profit or insure against a 
loss, of course, it might help better position your portfolio for the future. And the silver lining to 
indiscriminate broad-based market turmoil is that depending on the types of investments you 
want to add to your portfolio, you may be able to acquire them at a discount to what you 
would have paid a year ago. 
 
The best "retail therapy" is finding something you really need on sale. Maybe now is the time to 
practice a little "investment therapy" by rebalancing like a smart shopper. 
 
Use Cash to Help Manage Your Mindset 
 
Holding cash equivalents in a portfolio can be the financial equivalent of taking deep breaths to 
relax. It can enhance your ability to make thoughtful investment decisions instead of impulsive 
ones. Having a cash position coupled with a disciplined investing strategy can change your 
perspective on market volatility. Knowing that you're positioned to take advantage of a 
downturn by picking up bargains may increase your ability to be patient. 
 
That doesn't mean you should convert your entire portfolio into cash. A period of extreme 
market volatility can make it even more difficult than usual to pick the right time to make any 
large-scale move. Watching the market move up after you've abandoned it can be almost as 
painful as watching it go down. And are you sure you'll be able to pick the right time to move 
back into the market? Finally, an all-cash portfolio may not keep up with inflation over time; if 
you have long-term goals, you need to consider the impact of a major change on your ability to 
achieve them. 
 



 

 
 
 

Unless you're retired and using the income from your portfolio for living expenses, having a cash 
cushion in your portfolio isn't necessarily the same thing as having a financial cushion to protect 
you against emergencies such as medical problems or job loss. An appropriate asset allocation 
that takes into account your time horizon and risk tolerance should provide you with enough 
resources on hand to prevent having to sell stocks to meet ordinary expenses or, if you've used 
leverage, a margin call. 
 
Have a Game Plan against Panic 
 
Having predetermined guidelines that acknowledge the possibility of turbulence in the stock 
market can prevent emotion from hijacking your financial decisions. For an active investor, 
having a trading discipline can help panic-proof a long-term strategy. 
 
For example, you might determine in advance that you will take profits when the market rises 
by a certain percentage, and buy when the market has fallen by a set percentage. Or you might 
take a core-and-satellite approach, combining the use of buy-and-hold principles for the bulk of 
your portfolio with tactical investing based on a shorter-term market outlook. 
 
Also, you can use diversification to try to offset the risks of certain holdings with those of others. 
Diversification doesn't ensure a profit or guarantee against a loss, but it can help you 
understand and balance your risk in advance. A volatile market probably isn't the best time to 
do a complete makeover on your portfolio, especially if you have long-term financial goals 
you're trying to address. Even if you feel your game plan needs adjusting, the planning process 
can help you be more thoughtful about making any changes. 
 
Know What You Own and Why You Own It 
 
When the market goes off the tracks, knowing why you originally made a specific investment 
can help you evaluate whether those reasons still hold, regardless of what the overall market is 
doing. Understanding how a specific holding fits into your overall portfolio can also help you 
consider whether a lower price might actually represent a buying opportunity. 
 
If you're not really sure what role a security plays in your portfolio, it's never too late to find 
out. That knowledge can be important, especially if you're considering replacing your current 
holding with another investment. Turbulence in the market can lead to rash decisions that could 
ultimately undermine your long-term goals. 
 
Think of each investment as a tool in your investing tool kit. Some investments are generally 
designed to provide long-term growth; others provide income; still others represent stability. 
Each is valuable in its own way, but it doesn't make sense to use a hammer if what you really 
need is a screwdriver. Don't randomly abandon one investment for another unless you know its  
intended role in your portfolio, whether that role is still appropriate, and the pros and cons of 
any replacement you're considering. 
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Remember That Everything Is Relative 
 
Most of the variance in the returns of different portfolios is generally attributable to their asset 
allocations. If you've got a well-diversified portfolio that includes multiple asset classes, it could 
be useful to compare its overall performance to relevant benchmarks. If you find that your 
investments are at least matching those benchmarks, that realization might help you feel better 
about the long-term value of your overall strategy. 
 
Even a diversified portfolio is no guarantee that you won't suffer losses, of course, and it also 
can't guarantee a profit. But diversification does help spread your risk. Just because a particular 
stock market index--the S&P 500, for example--may have dropped by a double-digit percentage 
doesn't necessarily mean your entire portfolio is down by the same amount. Even at a time 
when everything seems to be struggling, some asset classes may be struggling less than others. 
That may improve your overall performance relative to that of the stock market alone, which 
historically has been more volatile than bonds or cash. 
 
Before letting daily headlines drive your investment decisions, consider whether your asset 
allocation is appropriate given both your immediate and long-term needs as well as the level of 
risk you're comfortable with. 
 
Tell Yourself This Too Shall Pass 
 
The stock market is historically cyclical. Though past performance is no guarantee of future 
results, there have been six other bear markets--declines of 20% or more--during the last 40 
years,* and the market has recovered eventually every time. Even if you wish you had sold at 
what turned out to be a market peak, or regret having sat out a buying opportunity, you may 
well get another chance at some point. 
 
Neither the ups nor the downs last forever, even though at the time they may feel as though 
they will. Even in the midst of the Great Depression, there were short-term rallies and trading 
opportunities. And in some cases, people built fortunes over time by investing carefully just 
when things seemed bleakest. 
 
If you're not a trader but nevertheless are reconsidering your current strategy, a volatile market 
is probably the worst time to turn your portfolio completely inside out. Dramatic price swings 
can magnify the impact of a wholesale restructuring if the timing of that move is a little off. A 
well-thought-out asset allocation is still the basis of good investment planning. Even if you feel 
you need to make changes in your portfolio, they don't necessarily need to happen all at once. 
Try not to let either fear or greed derail your long-term goals. 
 
*Source: Standard and Poor's 
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Be Willing to Take Advantage of Rough Times 
 
Anyone can look good during bull markets. Smart investors are produced by the inevitable 
rough patches. Even the best aren't right all the time. If an earlier choice now seems rash, 
sometimes the best strategy is to take a tax loss if that's a possibility, learn from the experience, 
and apply the lesson to future decisions. 
 
There also are other ways to wring some benefit from a down market. If you have an IRA or 
401(k) whose value has dropped dramatically, you likely won't be able to harvest a tax benefit 
from those losses because taxes generally aren't owed on those accounts until the money is 
withdrawn. However, if you've been considering whether to convert a tax-deferred plan to a 
Roth IRA, a lower account balance might make a conversion more attractive. Though the 
conversion would trigger federal income taxes, that tax would be calculated based on the 
reduced value of your account. With some expert help, you can determine whether and when 
such a conversion might be advantageous. 
 
Finally, some sound research might turn up buying opportunities on stocks whose prices are 
down because of selling by other investors for reasons that have nothing to do with the 
company's fundamentals. A volatile market is never fun, but being able to learn from it can 
better prepare you and your portfolio in the future to both weather and take advantage of the 
market's ups and downs. 
 
Consider Playing Defense 
 
Rebalancing your asset allocation among various types of investments isn't the only possibility 
for coping during volatile periods in the stock market. At such times, many investors reexamine 
their allocation to such defensive sectors as consumer staples or utilities (although, like all 
stocks, those sectors involve their own risks). 
 
Defensive sectors include industries that tend to experience relatively stable demand for their 
goods and services, regardless of whether the economy is doing well or poorly. That doesn't 
mean businesses in those industries are completely immune from economic hard times, and their 
stocks certainly can be affected by overall market movements as well as by problems within 
individual companies. However, the ups and downs of stocks considered "defensive" have 
generally been a bit less dramatic than in sectors where revenues are heavily affected by the 
economic climate (past performance is no guarantee of future results, of course). 
 
Dividends also can help cushion the impact of price swings. Dividend income has represented 
roughly one-third of the monthly total return on the Standard & Poor's 500 since 1926. 
According to S&P, the portion of total return attributable to dividends has ranged from a high 
of 53% during the 1940s--in other words, more than half that decade's return resulted from 
dividends--to a low of 14% during the 1990s, when investors tended to focus on growth.  
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Stay on Course by Continuing to Save 
 
Even if the value of your holdings fluctuates, regularly adding to an account that's designed for 
a long-term goal may cushion the emotional impact of market swings. If losses are offset even in 
part by new savings, the bottom-line number on your statement might not be quite so 
discouraging. 
 
If you're using dollar-cost averaging--investing a specific amount regularly regardless of 
fluctuating price levels--you may be getting a bargain by continuing to buy when prices are 
down. However, you'll also need to consider your financial and psychological ability to continue 
purchases through periods of low price levels or economic distress; dollar-cost averaging loses  
much of its benefit if you stop just when prices are reduced. And it can't guarantee a profit or 
protect against a loss. 
 
If you just can't bring yourself to invest during a period of uncertainty, at least try not to let it 
derail your savings program completely. If necessary for your peace of mind, you could continue 
to save, but direct new savings into a cash equivalent investment until your comfort level rises. 
Though you might not be buying at a discount at that point, you'd at least be creating a pool of 
money that you could invest when you're ready. The key is not to let short-term anxiety make 
you forget your long-term plan. 
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