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March 13, 2009

To our Clients and Friends: 
While recent days have shown encouraging results, global financial markets have generally remained volatile since our January year-end letter, and the US stock market has declined some 20%. This remains a difficult and perplexing environment.
The last 15 months have been the most active trading times in the 25-year history of our firm. Beginning over a year ago in January 2008 we began to move to a more defensive posture, dramatically reducing equity (stock) exposure in your portfolios. On average, client portfolios today hold 30% – 40% in equities; the remainder of the assets are held in cash, bonds and alternatives. These actions have reduced both the volatility and the declines compared with the broad markets and other appropriate benchmarks, but results are still disappointing. While we are proud to have done better than many, we share the pain of declines. We are continuing to work toward the most intelligent asset allocations that will prevent further erosion of principal, while still keeping an eye toward future growth.
We have also begun to reallocate assets from the Pimco All Asset fund - a bond alternative holding designed to be an inflation hedge – into less volatile investment grade bonds. While there is concern about inflationary pressures in the future, the next 12 – 18 months are less likely to see that impact, and we expect to achieve attractive, secure yields with carefully chosen high-quality bond funds.
In our discussions with many of you, here are a few of the main issues we are hearing.

1) The stock market has declined more than 50% from 2007. Why should I continue to hold any stocks? 

Maintaining an investment perspective is very difficult, especially at times of extreme market movement. You may remember that during the technology stock bubble in 2000, many apparently savvy people declared that it was a “new world,” the old rules no longer applied, and historical observations were no longer applicable in light of this new science and technology. These declarations justified many to make large investments in high-tech stocks – which then lost approximately 80% of their value in a devastating drop within two years. The herd mentality again proved to be wrong.  
Sentiments today are the opposite; the stock markets will continue to drop and there is no end in sight. It is difficult not to succumb to this pessimism, and indeed naïve not to acknowledge the current economic difficulties. But declines in value are a part of equity investing, and the reason we diversify holdings so that stocks rarely make up a client’s entire portfolio. To grow wealth over time, an investment must meaningfully exceed inflation, and stocks provide that long-term ability, something that over the past 80 years (including the Depression) cash, bonds, savings accounts and CD’s have not done. Today, many stocks offer attractive dividend yields, low price/earnings ratios, and compelling long-term value. Legendary investor Peter Lynch has noted that the most important thing for successful investing is a strong stomach, for value is created at low prices. We believe that history is a guide, and that the equity markets will recover. This is not wishful supposition, it is historical fact. 
2) Why can’t I be all in cash or bonds now and then get back into stocks when things look better?
While such an option may seem attractive, experience and many studies tell us it is impossible to do successfully. The most aggressive position an investor can take is to be 100% in either stocks or bonds, and hope to reverse at the perfect time. Market timing involves two decisions – first when to get out, and second when to buy back. Since short-term movements of financial markets are not consistently predictable, market-timers fail on one or both of these actions. Our brains are hard wired in a way that leads to poor investment decision making. Wall Street Journal columnist Jason Zweig writes in his recent book that gains in investments stimulate the same parts of the brain that become active when drug addicts are high. And losses? They trigger the ancient part of our brain driven by the “fight or flight” syndrome, telling us we must cut and run. This translates to our sensible and analytical natures being physically altered by gains and losses – to the detriment of intelligent investing. Study after study has shown in stark terms that investors naturally follow herd behavior – buying high and selling low. Successful investing is driven not by emotion but by intellect.
In addition, equity markets are forward-looking, and begin to price in outcomes before they occur. Following bear markets, equity prices historically begin to recover four-to-six months before the economic news shows improvement. And many of the gains following those bear markets are contained in brief, dramatic moves, meaning that market-timers on the sidelines are destined to miss much of the gain. This is a recipe for mediocre long-term returns and frustration with the whole process.

A far better antidote is to hold a balanced, diversified portfolio, with cash and bonds available for liquidity when stock markets are struggling. Getting this equation right before times of stress is essential so that you are not a forced seller of securities that have declined in value.
3) It doesn’t seem that diversification is working. Isn’t everything down?

When Lehman Brothers failed on September 15, 2008, shudders ran through all investments. Fear of a systemic financial collapse led to both stocks and bonds suffering through the fourth quarter, with little protection offered from anything other then Treasury bonds or insured bank assets. A similar linked reaction occurred amid different types of stocks (large, mid, small) and both foreign and domestic markets. A level of rationality has returned to markets, and we are now again seeing bond and stock markets diverge in performance characteristics. In the short-run, and particularly during times of fear or panic, assets classes do react similarly. But even in this recent extreme environment, conservative balanced portfolios have significantly outperformed equities both with smaller declines and decreased volatility. The merits of such an approach continue to hold true.
4) Madoff, Stanford and others … with all of this illegal activity how can I be sure my investments are safe?

Deception, fraud and outright theft by investment “gurus” are deeply disturbing. When trust is breached in such an egregious manner, it casts a wide shadow of suspicion. But one common factor is in play with these hucksters and almost all frauds – they each claimed to have an inside track to consistent returns far exceeding what similar managers could deliver, and they produced those returns without undergoing significant scrutiny. Most investors in Bernie Madoff’s Ponzi scheme were lured by “invitation,” and the intrigue of exotic offshore investing convinced many that Stanford’s “safe” CD’s could produce yields unreachable by any other. Caveat emptor applies. If something appears to good be true, it almost certainly is.
We have not, and will not, not utilize such investments for client accounts. The mutual funds you own are transparent, carry no debt (leverage) and must publicly report each and every transaction. In addition, any common stocks owned are those of large, well-capitalized companies. While not immune to price fluctuation, these types of investments are not fantasies, and have ongoing and liquid markets.
In addition, we hold the bulk of our client accounts at Charles Schwab, a strong, independent brokerage firm. Schwab concentrates on serving advisors like H.L. Zeve Associates along with self-directed investors, and does not engage in investment banking or other proprietary trading. Their balance sheet is sound, and all accounts carry federal SIPC insurance as well as substantial private insurance.
We trust this discussion is helpful. As we have noted before, our success as a firm is a shared endeavor with each of you. We deeply appreciate the continued relationships and confidence in such challenging times. We are gratified to continue to receive inquiries from new clients, and know from experience in times like these that some who are not clients are no longer satisfied with their current investments. Our only marketing is word of mouth, and we would be honored to help any of your friends and acquaintances seek satisfaction with their investment program.

Please call us with any questions. We look forward to continuing to work on your behalf.

Sincerely,
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