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Our Portfolios and Lives in This Time of Crisis

By Meir Statman, Glenn Klimek Professor of Finance, Santa Clara University

We are living in a time where each economic shock is rapidly
followed by a bigger shock and each fear by bigger fear. At the
end of 2008, we were reeling from the shock of decimated port-
folios, and now; just a few months in to 2009, many portfo-
lios have been decimated even further. At the end of 2008, we
feared global depression, and now we also fear a greater intru-
sion of the government into our lives and businesses, perhaps
even the nationalization of some companies. We fear for our
dreams of comfortable retirements and opportunities to pay for

the education of our grandchildren. We worry about our jobs
and the jobs of our children.

The media inflame our fears and magnify our confusion. Force-
ful commentators offer magical solutions or doomsday predic-
tions. Some say that the government should get out of the way
and let the free market sort out the economy, even if unemploy-
ment soars to the levels of the Great Depression. Some say that
all existing banks should be jettisoned and replaced with new
banks, even if it brings a halt to the meager lending of our exist-
ing banks. We have even heard a Russian economist predict that
the United States will soon disintegrate, just as the Soviet Union
disintegrated two decades ago.

This is a time when knowledge, clear thinking, and emotional
control are most needed, yet it is a time when ignorance, ideol-
ogy and destructive emotions seem to predominate. I want to
share with you my perspective, the perspective of an economist.

I believe that my perspective is informed by knowledge, clear
thinking and emotional balance.

I do not know your political party, nor do I know whether you
voted for John McCain or Barack Obama. But 1 know well
the work of some of the economists who are helping President
Obama chart his economic and financial course. They include
Larry Summers, head of the National Economic Council,
Christina Romer, chair of the Council of Economic Advisors,
Paul Volker, chair of the Economic Recovery Advisory Board
(and former chair of the Federal Reserve Bank in the Reagan
administration) and Ben Bernanke, the current chair of the Fed-
eral Reserve Bank. Fach is a superb economist with extensive
knowledge of economics and crisis economics. I trust them to
get us out of this crisis and bring us back into prosperity through
stimulus spending, a rebuilt banking system and a restructured

regulatory system.

Going from crisis to prosperity will take years, not months. But
I believe that we are on our way. Our economy is in the worst
fall since 1982, but we weathered the 1982 recession, and we
will weather the 2009 recession.

I'want our country to work, with a vibrant economy and finan-
cial markets. T am confident that it will.

You might object, noting that the stock market plunged at the
beginning of 2009 during the first few months of Obamas
presidency. You might add that the stock market plunge was

especially deep on the day Timothy Geitner, Obamas Secre-
tary of the Treasury, presented his economic plan. You might
say that the stock market seems to decline every time the Pres-
ident or anyone of his staff is speaking. But you should also
note that not everything that is good for us as stock market
investors is good for us as taxpayers. Geitner’s plan was not as
generous toward banks as we, in our roles as investors, might
have hoped. So bank shares declined. But Geitner’s plan was
more prudent toward us as taxpayers...by being less generous
toward us as investors. Moreover, we should have learned long
ago not to read much into day-to-day ups and downs in the
stock market.

Moreover, our recent experience with banks and automobile
companies suggests that while the government is not always
wise, free markets are not always populated by geniuses. The
checks-and-balances system in government is good for markets,
and sometimes regulation serves us well. For example, Canada
stands further along the line toward socialism than the U.S.
After all, Canada has nationalized health care. Yet Canadian
banks are some of the strongest in the world, offering profits
rather than secking government bailouts. This is because, oper-
ating under a stricter regulatory environment, Canadian banks
acted more conservatively than U.S. banks. They examined
their borrowers ability to pay before extending loans to them
and held the mortgages they issued, rather than bundling them

into exotic securities.

Financial advisors in the U.S. are prohibited by regulation from
recommending unsuitable investments to their clients, such as
a volatile stock for a very conservative client. This regulation
may be paternalistic. However, suitability regulations do not
apply to mortgages. A mortgage broker violates no regulation
when he offers a homebuyer a mortgage with zero down-pay-
ment, even if the homeowner has no income and no assets.
‘The mortgage industry continues to resist extending suitability
regulations to mortgages. But it is hard to see how we would
not have been in a better place today if suitability regulations
had been in place and prevented the issuance of so many of the
subprime mortgages which served as the match which ignited
our current €Conomic crisis.

We all know the terrible injuries this gigantic global economic
and financial crisis has inflicted on our portfolios and the
economy so far, and we fear that more harm awaits us and our
families. This is a time when knowledge, clear thinking, and
emotional control are most needed. I trust the knowledge, clear
thinking and emotional control of the economists who advise
President Obama. I am fairly certain that this year and possibly
even 2010 will not be easy, but I believe that in a few years we
will see not only that our crisis is over, but also that we have used
this crisis to improve both government and markets so they do
their work better, fostering prosperity and banishing fear.
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class fluctuates randomly from one year to another. This
randomness suggests there is not a consistent pattern of
performance. An asset class that was the top performer one
year may be the bottom performer the next year (e.g.,
Emerging Markets was at the top in 1980, but fell to the
bottom in 1981). This unpredictability further demon-
strates the importance of diversification.
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Note: diversification cannot guarantee a profit or protect against a loss.

*The Center for Research in Securtty Prices (CRSP) ranks all NYSE companies by market capitalization and divides them into 10 equally-populated portfolios. AMEX and NASDAQ National Market stocks are then placed into deciles according to their respective capitalizations, determined by the NYSE breakpoints. CRSP Portfolios
1-5 represent large-cap stocks; Portfolios 6-10 represent small caps; Value is represented by companies with a book-to-market ratio in the top 30% of all companies. Growth is represented by companies with a book-to-market ratio in the bottom 30% of all companies. S&P 500 Index is the Standard & Poor’s 500 Index. The S&P
500 Index measures the performance of large-capitalization U.S. stocks. The S&P 500 is an unmanaged market value-weighted index of 500 stocks that are traded on the NYSE, AMEX and NASDAQ. The weightings make each company’s influence on the index performance directly proportional o that company’s market value. The
MSCI EAFE Index (Morgan Stanley Capital Intemational Europe, Australasia, Far East Index) is comprised of over 1,000 companies representing the stock markets of Europe, Australia, New Zealand and the Far East, and is an unmanaged index. EAFE represents non-U.S. large stocks. Foreign securities involve additional risks,
including foreign currency changes, political risks, foreign taxes and diffierent methods of accounting and financial reporting. Consumer Price Index (CP) is a measure of inflation. REITs, represented by the NAREIT Equity REIT Inde, is an unmanaged market cap-weighted index comprised of 151 equity REITS. Emerging Markets
indlex represents securities in countries with developing economies and provide potentially high retums. Many Latin American, Eastern European and Asian countries are considered emerging markets.

Allinvestments involve risk, including loss of principal. The risks associated with investing in stocks and overweighting small company and value stocks potentially include increased volatility (up and down movement in the value of your assets) and loss of principal. Small company stocks may be subject to a higher degree of market risk
than the securities of more established companies because they tend to be more volatile and less liquid. Investing in foreign securities may involve certain additional risks, including exchange rate fluctuations, less liquiclity, greater volatillt, different financial and accounting standards and political instability. Investors with time horizons
of less than five years, should consider minimizing or avoiding investing in common stocks. Real estate securities funds are subject to changes in economic conqltions, credit risk and interest rate fluctuations. Bonds and fixed income funds will decrease in value as interest rates rise. Past performance is not necessarily indicative of
future performance. Treasury bills are quaranteed as to repayment of principal and interest by the U.S. govemment. You may request more information about Loring Ward by calling 1-800-366-7266 and requesting a copy of the fim's most recent Disclosure Brochure (Form ADV Part ll). Information contained herein was obtained from
sources that Loring Ward and its partners believe to be reliable. This information does not constitute a solicitation for sale of any securties.

Indexes are unmanaged baskets of securities without the fees and expenses associated with mutual funds and other investments. Investors cannot directly invest in an index. Hypothetical portfolios shown were developed using an asset allocation strategy similar to that available in Loring Ward's Structured Investing Programs. However;
performance results shown are based upon the retums of indexes. If an investor were to open a Structured Investing account, the investor would incur acvisory fees and other expenses, such as trading costs and mutual fund expenses, which are not reflected in the results shown. Performance results shown do not represent actual
trading, but were achieved using backtesting with the benefit of hindsight; actual results may vary. Hypothetical portfolio results do not reflect the impact material economic and market factors may have had on an advisor's decision-making if the advisor were actually managing an investor's money at a given time. Asset allocation modlels
may not be suitable for all investors. Retums assume quarterly portfolio rebalance. Retums are not adjusted for inflation. Although indexes do not have fees and expenses, the portfolio retums listed are after 1% annual advisory fee and the average operating expense ratio for each category, as contained in Momingstar's database of
mutual funds (as of January 2009), were declucted. Fees incurred in your portfolio may be higher or lower than the assumed amount. 09-040 (03/09)
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Asset classes used to

construct portfolios Def Con Bal

Money Market 4.00% 3.00% 3.00%
Fixed Income 69.00% 57.00%  47.00%
U.S. Market 5.00% 9.00%  11.00%
U.S. Value 5.00% 7.00% 9.00%
U.S. Small 3.00% 5.00% 7.00%
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In Search of a Silver Lining
By Joni L. Clark, CFA, CFP®, Chief Investment Strategist, Loring Ward

With the seemingly endless flow of bad news about continued market
declines, a struggling economy, corporate and government missteps, and
fraud, investors understandably feel fearful. These are undoubtedly trying
times for all investors and for all Americans — almost no one is immune
from these issues. As difficult as it is, we must accept what has happened
and turn our attention to our collective future. Our country’s resilience
through other difficult periods gives us hope and optimism that today’s
issues will also pass.

Finding a silver lining in your investment portfolio may be difficult if you
experienced significant declines last year. You may even be questioning some
of the academics, research, and disciplined approach that are employed
in managing your portfolio. Thats completely normal, considering what
we've gone through in recent months. However, you should also recognize
how the Structured Investing approach may have helped to mitigate, or even
avoid, many of the issues that other investors have experienced.

Diversified Portfolios are Down but Not Out

Some pundits have argued that the traditional benefits of diversification
evaporated during 2008’s steep market declines. We believe, to the con-
trary, that this downturn provided a powerful example of the real benefits
of diversification. While there were considerable declines in the equity
markets and even some fixed-income markets, these declines were not
all of the same magnitude, and high-quality bonds actually performed
quite well. All fixed income investments involve some degree of risk of
price declines and fluctuations in value because of changes in interest
rates, but some are subject to greater credit risk, or risk of default. Some
investors took excessive credit risk in search of higher yields in their fixed
income portfolios. This subsequently led to substantial losses during
the credit crisis as lower quality bonds experienced severe illiquidity and
price declines.

The role of fixed income in Structured Investing portfolios is to help reduce
the portfolio’s overall risk to a level appropriate for each investor’s situation.
Our goal is not to enhance portfolio returns using fixed income — it’s
a risk we don’t believe is worth taking. High-quality, short-term, diversi-
fied fixed income funds did exactly what was intended — they helped to
protect portfolios from equity market declines when they needed it most.
These benefits are illustrated in the Asser Class Index Performance chart on
the preceding page. However, it is important to note that diversification
cannot guarantee a profit or protect against a loss. The performance of an
asset class or the return of a portfolio will vary over time and past perfor-
mance is not indicative of future results.

Structured Investing portfolios are broadly diversified across thousands
of global securities, reducing the impact of individual company failures.
Investors who held concentrated stock portfolios with large positions in
stocks like Fannie Mae, Freddie Mac, AIG, Lehman (GM) may have suf-
fered more substantial, or even total, losses during the financial crisis. Just
a few months ago, these same stocks were considered by many “experts”
to be relatively safe and conservative.

‘The way in which your assets are held (at your custodian) is also important.
Like holes in the roof when it rains, economic crises tend to reveal invest-
ment frauds and deceptions, The prototypical example of this is Bernie
MadofFs elaborate Ponzi scheme, which came to light when the downward
pressures of the market made his particular deception (which relied on
constantly bringing in new money) unsustainable.

Lack of transparency and regulatory oversight is one of the biggest risks
of investing in private investment vehicles. It is often difficult to know
exactly how or even where your money is invested (rule of thumb: avoid
any money manager who can't or wort tell you their investment methodology).
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As we saw with Madoff, this can result in massive and permanent investor
losses — money that’s not likely to be recovered. The use of an independent
custodian (such as Schwab, Pershing, State Street or Fidelity) helps to
mitigate these risks. And the transparency, multiple layers of monitoring
and regulatory oversight built in to Structured Investing significantly reduce
the chance of fraud and deception.

Looking Forward

In these times of turmoil and uncertainty, it is easy to become emotional
about our investments. We may feel the need to do something. When you
feel emotional because of stressful market conditions, it may not be a good
time to make important investment decisions. Rather than focus on daily
or weekly market movements, look at the bigger picture to be sure that you
are able to meet your long-term goals. Now is a good time to review your
long-term plan with your Advisor.

Any changes to your portfolio should be in line with your long-term goals
and with the guidance of your Advisor. Changes should be based on a funda-
mental analysis of the facts, not fear and panic driven by volatile markets.

Reasons for Hope and Optimism

Optimism about the future is important because it gives us reason to keep
going in the face of difficulties. While it may be a bit early for outright
optimism about the markets, there are factors that could benefit investors
in the years ahead.

One silver lining in the recent stock market decline is that it has brought
stock prices to levels that are actually more promising for long-term inves-
tors. Stock prices may continue to decline, but they are now cheaper than
they have been in more than a decade. We don't know exactly when we'll
hit the bottom, but we are certainly closer to the bottom today than we
were a year ago.

Another silver lining is that the recession began over a year ago. Histori-
cally, markets have generally turned around before the economy. Global
markets are a reflection of expectations about how things will be in the
future. For example, the price of a security is based on the projected future
earnings of that company. The market anticipates changes faster than
economic figures are reported. And remember, economic data is generally

backward looking.

The willingness and ability of the U.S. government to act swiftly and
provide the necessary stimulus should also give us comfort. Will the
2009 American Recovery and Reinvestment Act work? Of course we won't
actually know for a while, but the stimulus package is targeted to reduce
the severity of the recession.

We can also take comfort in the fact that the federal government and central
banks have gained insights from the Great Depression and from the pain-
fully slow unwinding of Japan’s real estate bubble in the 1990s. Though
each of these periods in history has its own unique set of circumstances,
we've learned that the actions required to adequately address problems of
such magnitude should be swift and substantial. Thus far, the world’s central
banks indicate that they understand this. The U.S. appears to be instituting
a number of coherent strategies aimed at revitalizing bank lending. There
are some positive signs of thawing in the interest rates banks charge to
lend money to other banks, suggesting the current tight consumer credit
markets may be easing.

We've been through market declines before — 14 times in the past 100
years. Just as other market declines were followed by market recoveries, it
is let’s hope that this “Great Recession” will also have its market recovery
sooner rather than later.



