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Don’t Be Your Own Worst Enemy

Lessons from the past: 1997-1998
"The investor's chief problem - even his worst enemy - is likely to be himself" -Benjamin
Graham

Mr. Graham was no doubt referring to human nature and our propensity o let emotions guide
our decisions, particularly in volatile markets, and how our emotionally-driven actions are often
detrimental. How do we avoid the temptation to succumb to emotion, thus becoming our own
worst enemy? One way is to look back at history and iry and learn from experience - thus
reducing the chance of repeating mistakes we, or others, have made. To be sure, the worid has
changed, but there are remarkable similarities to what we are experiencing now and the crisis of
1998.

Extreme global market volatility. Widespread fears over sovereign debt. Emergency loans from
the IMF. The Dow Jones Industrial Average regularly dropping several hundred points only o
rally several hundred on rumors of a Fed rescue. Sound familiar? While these statements
could be pulled from today's headlines, this all happened in 1997-1998. The world was gripped
by fear as a debt crisis that began in countries like Thailand, Korea, and Indonesia quickly
spread and infected markets around the globe. Stock markets crashed. Huge investment
hanks failed. Investors, consumed with fear, sold first and asked questions later. While most of
the damage to U.S. markets would occur with more troubling events in 1998, the market
dropped 12% in just 20 trading days in July-August 1997.
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Things got much worse in 1998. In March, amid a growing economic crisis, Russian President
Boris Yeltsin abruptly fired his entire cabinet. A nation with 150 million people and over 10,000
nuclear weapons was in total disarray. The ensuing months saw markets rise with news of
various Russian rescue packages, only to be crushed again as hopes of a recovery were
dashed. With little money to feed, clothe, or pay members of the military, including those that
guarded and operated Russia's vast nuclear stockpile, serious questions arose as to the
integrity of Russia's nuclear security. U.S. experts expressed grave concern over potential theft
or diversion of enriched plutonium and/or actual nuclear weapons.

U.S. stocks suffered wild, unnerving gyrations throughout the summer and Russia eventually
defaulted on its debt on August 17, 1998. On August 31, 1998, the Dow Jones Industrial
Average dropped 512 points, the biggest point drop in history at the time. In assessing the
carnage, Russian investors and lenders estimated their losses at over $100 billion. The crisis
soon spread to Latin America, and Brazil's market plunged 16%, adding to previous drops that
erased half of that couniry's market value. In September, U.S. hedge fund Long Term Capital
Management failed, triggering more losses.

When the dust settled, the damage was quick and severe: from July 17th to October 8th, the
S&P 500 dropped 22%.

Uliimately, Russia and most other countries restructured their economies, instituted tough
austerity measures, and got back on their feet - remarkably quickly in fact. As is often the case
in life, the anticipation of the negative event was far worse than its actual occurrence. Once the
overhang of fear of the unknown was eliminated, investors turned their attention back to the
future. Anticipating an improving situation and the possibility of a robust snapback, markets
rallied. In fact, from the bottorn on October 8, 1998, the S&P 500 rose nearly 30% over the next
two and half months to end the year at 1229.

The Current View

Sovereign debf crisis redux

Just as in the 1998 crisis, the global economy today teeters on the edge and markets violently
react to news flow regarding risk of sovereign default. Market correlation, the degree to which
stocks trade in unison, has increased significantly the past few months, further illustrating the
degree to which securities are trading on macro events, whipsawing back and forth regardless
of good or bad fundamental news.

How does this compare 1o 19987 To be sure, the issues currently facing Europe's “PIIGS”
(Portugal, ltaly, Ireland, Greece, and Spain) are quite serious and have serious consequences
for investors around the world. But are they worse than what we faced with Russia in 19987
Time will tell. The combined capital at risk and economic output of troubled European countries
far exceed that of Russia - even when adjusted for the explosion of debt worldwide the past 13
years. Therefore, the ripple effect of this crisis could have a deeper impact than Russia's
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default. Also, we face a much more depressed economic environment now, so the ability to
withstand an economic shock is probably less. Still, the prospect of a default by one or all of the
PlIGS seems to pale in comparison to the prospect of a total economic and political meltdown in
a nation with thousands of nuclear missiles aimed at us. Moreover, just as we recovered from
the 2008 financial crisis in the U.S., the robust global recovery after the 1998 crisis proves the
resiliency of capital markets.

What lessons can we learn from the 1998 crisis that may be applicable to current evenis?

o The gut wrenching volatility in anticipation of an economic catastrophe is usually much
worse than the impact of the actual event, and while the damage can be severe, it is
often brief;

o When the world is collectively mobilized in one direction to solve a problem, a solution
will be found;

o Though cruelly dispassionate and aggressive at times in their digestion of risk, markets
are equally quick to look past current turmoil and ahead to better days;

o Selling when volatility (fear) is elevated and attempting to time one's reentry is very likely
to be unsuccessiul;

o Recoverigs in financial markets are usually very rapid, and a large portion of gains are
earned in very short periods of time, often just weeks, sometimes just a few days

Roland Nash, Chief Investment Strategist of Verno Capital, perhaps summarized it best when
he wrote: "The lesson from Russia in 1998 is how quickly the unthinkable can become the
inevitable, precisely because it is the beneficial."

Investment Environment and QOutlook

Investment sirategy for the current environment

While making radical adjustments to your investment strategy in response to market volatility is
unwise, it is equally unwise to not be vigilant and continuously searching for threats,
opportunities, or adjustments that might improve the risk/reward profile of your portfolio. As
each of our client's portfolios is customized, there are no universally applicable actions we can
~ share, yet here is a basic game plan that should help illuminate our approach:

o Stay on plan - maintaining the right asset mix means adjustments are likely necessary in
response fo significant market moves. A substantial drop in equity values with stable or
rising bond values may mean buying equities and selling bonds to maintain one's target
allocations. Fixed income, equities, and alternative securities all have an integral role in
your strategy - a sudden drop or rise in the value of these asset classes does not mean
they are more or less important for you in the long run.

o Pull your weeds. David Einhorn, famed hedge fund manager of Greenlight Capital, said
it best: investors tend to "pick their flowers" {sell their winners) and "water their weeds"
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(keeping losers hoping they recover) so they are left with a "garden of weeds." We
recently purged a handful of stocks that triggered certain sell discipline criteria - namely
that the stocks have broken down relative to their sectors, and there doesn't seem to be
a fundamental catalyst to change the situation. While the entire market has ohviously
been under pressure, stocks that have been consistently declining greater than the
sector they are in are likely headed lower or likely to continue to underperform.

o Preserve flexibility. Where possible, it is helpful in the current environment to keep
ample cash, both as a defensive maneuver bui also to serve as dry powder for
opportunities that may materialize. Also, utilizing Exchange Traded Funds (ETFs)
increases agility and may be appropriate as a means of investing in certain sectors or
markets where locking up money in individual securities or other funds inhibits liquidity.

o Options: While not appropriate for everyone, using options can help reduce risk and in
some cases can be an effective tool for monetizing concentrated positions. Option
values increase with volatility as investors are willing to pay more for certainty in the
future. Therefore, certain option sirategies become more attractive with elevated
volatility.

o Focus on secular themes: The uncertainty inherent in environments with elevated
volatility can hamper decision-making, as investors lack confidence and conviction.
Maintaining focus on consistent trends likely to persist for the long ierm increases
chances of success. For example, the inexorable industrialization and urbanization of
emerging markets has implications for equity and fixed income strategy, asset allocation,
and security selection. Emphasizing a structural shift in global economic fundamentals is
more likely to result in a good long-term investment decision than reacting to shorter
term developments.

To be sure, no one can predict the future, but history has shown that a well-diversified,
appropriately balanced portfolio will weather through difficult environments. Thoughtful advance
planning and consultation with one’s advisor will help ensure investors are properly positioned
to withstand expected volatility. Perhaps the most important thing one can do is to develop, and
continuously update, a realistic expectation of returns in the current environment, and then
adjust one’s plan or budget accordingly. Having lofty or unrealistic expectations for returns
often causes individual investors to take on more risk than is appropriate. Simply put, hope for
the best but plan for the worst. If you have concerns about your sirategy or simply wish to gain
a better understanding of the expected risk and return of your current portfolio positioning,
contact your advisor. ‘
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Share THE VIEW

As you know, our business is largely driven by referrals. We are always looking for clients who
might profit from our counsel and are very appreciative of your referrals. Also, if you have any
friends, family, or colleagues who would like to receive this newsletter please reply to this email
with their contact information or contact your counselor. Thank youl

What’s Your View?

Please contact us with comments, questions, concerns and any general feedback.

Asheville, NC office: Hilion Head Island. SC office:
828-274-1542 843-342-8800
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