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Volatility is an interesting concept. It seems to mean 

so many different things. In the world of investing, it 

always seems to have some connection to risk. If a 

stock or the stock market is experiencing gains, vola-

tility doesn’t seem to matter. However, if the same 

percentage move is negative, volatility is then viewed 

as a much more ‘risky’ environment. Usually, upside 

price movements are perceived as less risky because 

the news is usually more favorable, but then you are 

paying more for the underlying business, so it really 

becomes more risky. A company is always a risky 

enterprise, but when prices are going up it doesn’t 

seem to matter as much because everyone thinks they 

can get out before something bad happens. In Howard 

Mark’s memo to Oaktree Clients for the third quarter, 

he does an excellent job of discussing how investors 

should consider volatility. An excerpt from his memo 

follows: 

 

“The truth is, most great investments begin in discom-

fort – or, perhaps better said, they involve doing 

things with which most people are uncomfortable. To 

achieve great performance you have to believe in 

value that isn’t apparent to everyone else (or else it 

would already be reflected in the price): buy things 

that others think are risky and uncertain; and then buy 

them in amounts large enough that if they don’t work 

out they can lead to embarrassment. What are exam-

ples of actions that require self-confidence? 

 

 Buying something at $50 and continuing to hold 

it – or maybe even buying more – when the price 

falls to $25 and “the market” is telling you 

you’re wrong. 

 After you’ve bought something at $50 (thinking 

it’s worth $200), refusing to “prudently take 

some chips off the table” when it gets to $100. 

 Going against conventional wisdom and daring 

to “catch a falling knife” when a company de-

faults and the price of its debt plummets. 

 Buying much more of something you like than it 

represents in the index you’re measured against, 

or entirely excluding an index component you 

dislike. 

 

In each of these cases, the first-level thinker does that 

which is conventional and easy – and which doesn’t 

require much self-confidence. The second-level think-

er views things differently and, as a consequence, is 

willing to take actions like those described above. But 

they’re unlikely to be done in the absence of con-
viction. The great investors I know are confident 

second-level thinkers and entirely comfortable diverg-

ing from the herd. 

 

It’s great for investors to have self-confidence, and 

it’s great that it permits them to behave boldly, but 

only when that self-confidence is warranted. This 

final qualification means that investors must en-
gage in brutally candid self-assessment. Hubr is or 

over-confidence is far more dangerous than a shortage 

of confidence and a resultant unwillingness to act 

boldly.” 

 

If you would like to read the entire memo it can be 

found at http://www.oaktreecapital.com/memo.aspx 

 
The volatility of the last few months has been trying. 

The market declined by about 13% in a matter of 

weeks, then turned around and gained most of it back 

just as fast. It was also a reminder of how ‘risky’ it is 

to sell something and wait for the ‘volatility’ to sub-

side. Markets don’t make it easy. 

 

China seemed to be the catalyst in August. The media 

love a story where something is going wrong. The 

headlines regarding China indicating the growth ma-

chine is slowing down made for some great doom and 

gloom stories. Two months later not much has 

changed in China, however, the stories can only play 

so long and it is time to move on. We have moved on 

for the moment. Unless emerging market growth dete-

riorates further, we have priced that in. It is also inter-

esting to see how the markets seem to now want a Fed 

interest rate move, let’s just get it over with. That has 

not been the case for the last two years. What hap-

pened? Investors realize it is not the end of the world, 

it’s priced in. 

 

The best way to deal with volatility is to always re-

member that price doesn’t matter, but value does. 

Value is ultimately driven by cash flow, or assets that 

can at some point produce a cash flow. This is the 

hard part, not paying too much for an asset when vol-

atility seems to suggest the risk is low. 
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