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Volatility: 10 key messages for investors

The value of investments and the income from them can go down as well as up so you may get back less than you invest. Past

performance is not a reliable indicator of future results.
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Financial markets can be subject to periods of event-related volatility
during which investor confidence can be significantly undermined. Here,
we provide 10 key messages to help investors steer their portfolios
through volatile times.

1. Volatility is a normal part of long-term investing

From time to time, there is inevitably volatility in stock markets as investors react
nervously to changes in the economic, political and corporate environment. Above all
else, financial markets dislike uncertainty. Yet markets are also prone to over-react to
events that cloud the short-term outlook. As an investor, it is important to take a step
back at these times and keep an open mindset.

When we are prepared at the outset for episodes of volatility on the investing journey, we
are less likely to be surprised when they happen, and more likely to react rationally. By
having an open mindset and a longer-term investment perspective that accepts short-
term volatility, investors can begin to take a more dispassionate view. Not only does this
help with the job of staying focused on long-term investment goals, it also allows
investors to begin to exploit lower prices rather than lock in losses by emotionally selling
at lower prices.

2. Over the long term, equity risk is usually rewarded

Equity investors are typically rewarded for the extra risk they face — compared to, for
example, sovereign bond investors — with higher average returns over the longer term. It
is also important to remember that risk is not the same as volatility. Asset prices regularly
deviate from their intrinsic value as markets overshoot or undershoot, so investors can
expect price volatility to create opportunities. In the long term, stock prices are driven by
corporate earnings and have generally outperformed other types of investment in real
terms, i.e. after inflation (see Charts 4, 5, 6 and 7).

3. Market corrections can create attractive opportunities

Corrections are a normal feature of stock markets; it is normal to see more than one over
the course of a bull market. A stock market correction can be a good time to invest in
equities as valuations become more attractive, giving investors the potential to generate
above-average returns when the market rebounds. Some of the worst historical short-
term stock market losses were followed by rebounds (see Chart 1).
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4. Avoid stopping and starting investments

Those who remain invested typically benefit from the long-term uptrend in stock markets. When
investors try to time the market and stop-and-start their investments, they can run the risk of
denting future returns by missing the best recovery days in the market and the most attractive
buying opportunities that become available during periods of pessimism. Missing out on just five
of the best performance days in the market can have a significant impact on longer-term returns
(see Chart 2 and Table 2).

5. The benefits of regular investing stack up

Irrespective of an investor’s time horizon, it makes sense to regularly invest a certain amount of
money in a fund, for example each month or quarter. This approach is known as cost averaging.
While it doesn’t promise a profit or protect against a market downturn, it can help lower the
average cost of fund purchases. And although regular saving during a falling market may seem
counter-intuitive to investors looking to limit their losses, it is precisely at this time when some of
the best investments can be made, because asset prices are lower and will benefit from any
market rebound. (Investors should always review their portfolio from time to time and adjust it if
needed.)

6. Diversification of investments helps to smooth returns

Asset allocation can be difficult to perfect as market cycles can be short and subject to bouts of
volatility. During volatile markets, leadership can rotate quickly from one sector or market to
another. Investors can spread the risk associated with specific markets or sectors by investing
into different investment buckets to reduce the likelihood of concentrated losses. For example,
holding a mix of ‘risk’ assets (equities, real estate and credit) and defensive assets (government
and investment grade bonds, and cash) in your portfolio can help to smooth returns over time.

Investing in actively managed multi-asset funds can be a useful alternative for some investors as
they provide ready-made asset level and geographic portfolio diversification. These funds are
typically constructed on the basis of strategic long-term asset returns, with asset weights
managed tactically according to expected conditions. Spreading investments over different
countries can also help to bring down correlations within a portfolio and reduce the impact of
market-specific risk.

7. Invest in quality, dividend-paying stocks for regular income

Sustainable dividends paid by high quality, cash-generative companies can be especially
attractive, because the income element tends to be stable even during volatile market periods.
High quality, income-paying stocks tend to be leading global brands that can weather the ups and
downs of the business cycle thanks to their established market shares, strong pricing power, and
resilient earnings streams. These companies typically operate in multiple regions, smoothing out
the effects of patchy regional performance. This through-cycle ability to offer attractive total
returns makes them a useful component of any portfolio.

8. Reinvest income to increase total returns

Reinvesting dividends can provide a considerable boost to total returns over time, thanks to the
power of compound interest (see Chart 3). To achieve an attractive total return, investors need to
be disciplined and patient, with time in the market perhaps the most critical yet underestimated
ingredient in the winning formula. Regular dividend payments also tend to support share price
stability and dividend-paying stocks can help protect against the erosive effects of inflation.

9. Don’t be swayed by sweeping sentiment

The popularity of investment themes ebbs and flows — for instance, technology has come full
circle after a late 90s boom and 2000s bust. Overall sentiment to emerging markets tends to wax
and wane with the commaodity cycle and as economic growth slows in key economies like China.
As country and sector specific risks become more prominent, investors need to take a
discriminating view, since a top-down approach to emerging markets is no longer appropriate.
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But there are still great opportunities for investors at the stock level, as innovative emerging
companies can take advantage of supportive secular drivers like population growth and
expanding middle class demand for healthcare, technology and consumer goods and services.
The key point is not to allow the euphoria or undue pessimism of the market to cloud your
judgement.

10. Active investment can be a very successful strategy

When volatility increases, the flexibility of active investing can be especially rewarding compared
to the rigid allocations of passive investments. In particular, volatility can introduce opportunities
for bottom-up stock-pickers, especially during times of market dislocation. At Fidelity, we believe
strongly in active management and we have one of the largest buy-side research teams in the
asset management industry to support this. Because we analyse companies from the bottom up,
we are well positioned to invest when other investors might be shying away during bouts of
market volatility.

Remember, too, that the stocks you do not own in a fund can be as important as the ones you do
own. There are companies in every stock market that are poorly managed or which suffer from
fundamentally difficult outlooks; active managers can avoid these stocks. Moreover, the value
added by avoiding some of the worst stocks in the market builds over cycles and with the
passage of time, making research-driven active strategies particularly appealing for long-term
investors.
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Looking through volatility

Historical data can provide useful context that helps investors to both look through volatility and
take an unemotional, long-term approach to their investments.

These charts and tables provide compelling evidence for a long-term approach, showing, for
example, why an approach of stopping and starting investments over time can run the risk of
missing out on some of the best periods of returns.

Table 1. Strongest quarters generally outnumber the weakest ones

Q4 1992 to Q4 2019 Numbeorfolfoci/t:z(a)rrtt;rrsel\igr gains Number;ffoti/aor;err;\év:tr;rdecl|nes
ASX 200 13 6
CAC 40 16 12
DAX 24 11
FTSE 100 8 9
Hang Seng 23 12
Nikkei 225 18 20
S&P 500 16 9

Source: Refinitiv, February 2020. All calculations use local currency total returns, except for the Nikkei 225, for which the calculations are based on the price index.

Time in the market beats timing the market

Inertia can be a positive force once the decision to invest has been made: missing the best days
in the market can have a significant impact on your overall investment return.

Chart 1: Total return and impact of missing the five and 30 best days in the S&P
500 (1993 - Q4 2019), US$
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Source: Refinitiv, Fidelity International, February 2020. S&P 500 total return data from 31/12/1992 - 31/12/2019.

PERSPECTIVE | Volatility: 10 key messages for investors



Table 2. The impact of missing five or 30 of the best-performing days over the long term

31/12/1992-31/12/2019 Best return in a three-year period Up to end of year Best return in a five-year period
ASX 200 95% 2006 160%
CAC 40 175% 1999 260%
DAX 141% 1999 230%
FTSE 100 89% 1997 168%
Hang Seng 95% 2007 198%
Nikkei 225 106% 2014 126%
S&P 500 126% 1997 251%

Source: Refinitiv, February 2020. All calculations use local currency total returns, except for the Nikkei 225, for which the calculations are based on the price index.

Table 3. The best three-year and five-year periods of return between 1992 and 2019

Best return in a three-year Best return in a five-year

31/12/1992-31/12/2019 Up to end of year

Up to end of year

period period
ASX 200 95% 2006 160% 2007
CAC 40 175% 1999 260% 1999
DAX 141% 1999 230% 1999
FTSE 100 89% 1997 168% 1999
Hang Seng 95% 2007 198% 2007
Nikkei 225 106% 2014 126% 2016
S&P 500 126% 1997 251% 1999

Source: Refinitiv , February 2020. All calculations use local currency total returns, except for the Nikkei 225 and the Hang Seng, for which the calculations are based on
the price index. From 31/12/1992 to 31/12/2019.

Chart 2: The power of dividend reinvesting
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Over the long term, equity risk is rewarded:

Chart 3: Equities outperform Treasuries and cash over time
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Chart 5: Equities outperform Gilts and cash over the very
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Chart 4: Equity total returns beat inflation by a wide margin
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: ‘Three strikes and I’m out’
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Source: Barclays Equity Gilt Study 2018
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Moreover, there are two principal behavioural biases that can kick in during times of market
stress, causing investors to capitulate and sell at the wrong time for the wrong reasons: herding
and loss aversion. The urge to do as others are doing is a particularly powerful bias in human
behaviour that has aided social development, but is not always helpful in investing.

More seriously, following the herd means that investors end up buying when prices are high and
selling when prices are low. This is known as ‘chasing the market’ - a terrible investment strategy.
In reality, it is typically better to do the opposite, buying when others are fearful and prices are
low, and selling when other are greedy and prices are high. The best investors know this but for
many of us, going against the herd feels very difficult as we have to fight our emotions.

The second bias, loss aversion, is one of the most significant behavioural biases that can affect
investment. Experiments show that people take the safe option in gambles that involve gains, but
take risk in gambles that involve losses, and that we feel the pain of a loss twice as deeply as the
happiness from a gain.

What the experts say

These quotes from some of the most successful investors illustrate how investing in stock
markets can be a challenging yet rewarding venture, requiring strong research skills, a rational,
dispassionate mindset, a long-term horizon and patience in equal measure.

"You pay a very high price for a cheery consensus. It won't
be the economy that will do in investors; it will be the
investors themselves. Uncertainty is actually the friend of

“The first rule of investment is ‘buy low and sell high', but many
people fear to buy low because of the fear of the stock dropping
even lower. Then you may ask: ‘When is the time to buy low?2’ The

answer is: When there is maximum pessimism.”
Sir John Templeton
"Everyone has the brainpower to make money in stocks. Not
everyone has the stomach. If you are suscepfible to selling

everything in a panic, you ought to avoid stocks and mutual
funds altogether."

Peter Lynch
“The stock market is the story of cycles and of the human

behaviour that is responsible for overreactions in both
directions.”

Seth Klarman
“Unless you can watch your stock holding decline by 50%
without becoming

panic-stricken, you should not be
in the stock market.”

Warren Buffett
“More money has been lost frying to

anticipate and protect from corrections
than actually in them.”

Peter Lynch
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the buyer of long-term values."

Warren Buffett

“When an investor focuses on short-term investments, he
or she is observing the variability of the portfolio, not the
returns — in short, being fooled by randomness."

Nassim Nicholas Taleb

“In the short run, the market is a voting machine, but in the
long run it is a weighing machine.”

Benjamin Graham

“If investing is entertaining, if you're having fun, you're
probably not making any money. Good investing is
boring.”

George Soros

“Bull markets are born on pessimism, grow on scepticism,
mature on optimism and die of euphoria.”

Sir John Templeton
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