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No Pain, No Recovery

By Maye Albanez

he nost i nport ant
contribution of your
i nvestnent counselor is

hel ping you find the proper bal ance
between risk and return in your

portfdio Hstoricaly, stocks have
outperformed bonds and cash.

According to Ibbotson records from
1926 to 2002, average annual returns
for stocks were 129% bonds were 5.5%
and cash was 3.8% It is well known
that higher returns cone wth higher

volatility (risk). The three asset

classes are conined in a portfaio
because there is little correlation
between them Wen stocks do well,

bonds normally do not, and vice
versa. Establishing the proper

wei ghting of these assets in your

portfolio, and still neeting your

i nvest nent obj ectives, is commonly
known as asset alocation.

A CQiffard Associates, we do not rely
on precise equations or specific
forml as to arrive at asset alocation
decisions. Instead, we have nany
di scussions wth you at the begi nning
of our relationship. Fomthose early
neetings, we assess your return and
incong goals, your risk tol erance,
your tax situation, your |egal
situation, your liquidity needs, and
anything el se about you we feel is

r el evant i nvest nent

o ecti ves.

to your

To us, the nost critical piece of
infornation about you is what stage
of your life you are in and howthat
relates to your current portfolio
asds. Aeyou still working or have
you retired? Is the portfolio your
only source of support? Db you have
significant other assets? Are you
saving the partfdio for yor heirs?
Gten, the longer the tine horizon
ve have to work wth on a portfdio,
the higher the risk the portfdio can
afford to take, and vice versa

Aclear illustration of the above is
the difference between Qient “A”
a retired person who depends on
his/her portfdio and Socid Security
i ncone for survival today, and Gient
“B” the forty-year dd wo is still
enployed and is building a portfdio
for anticipated retirenent in 25
years. It goes wthout saying that
Gient “B can afford to take nore
risk than Gient “A”

It isinportant to redize that asset
dlocation decisions are nat cast in
stone. Life circunstances change,
and as that happens, asset all ocation
deci sions should and nust be
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Bonds Just Bonds

By Randy Zaharia

ost of you probably do not often thi nk about
Mthevalueaddedbythebondsinyour port -

fdio. The nost oovious benefit of bonds in
a portfdio is to provide bal ace and diversifica
tion across asset classes. ( See related article,”"No
Pain, No Recovery”). Qver the last tw years, the
stock narket has declined nore than 20% annu-
dly. During the sane tine period, bonds have re-
turned about 11% annual |y, providing a counter -
bal ance and mininhzing portfolio deterioration.

A Cifford Associates, we fdlowa structured pro-
cess priar to sdecting bonds for or diets portfo
lios. Several of our investnent counsel ors have
hand ed bonds for 20 or nore years, providing sig
nificant experience and expertise. Bowis a typi-
cd list o itens to cosider:

Yield Curve

We analyze the yield curves (taxable and tax-ex-
enpt) to determne what narket expectations are
and conpare themwth our own.

Maturity

We idetify attractive natwities inside the short
to internediate areas for purchase. V& usudly do
not buy I ong-term bonds.

Issuers
We review and anal yze bond issuers and their
credit support, in order to naintain a high-quaity
portfdio.

Sector

We eval uat e various bond sectors (e.g., governnent
bonds and nuni ci pal bonds) for relative attracti ve-
ness.

Taxes

We factor in tax cowsequences (eg, capitad gans/
losses) of nat only your bonds, but your ertire port-
fdio, trying to nininize adverse tax situations.

Qce ve assess the issues above, we generally uti-
lize as nany as 10 to 15 brokers and deal ers wo

provide us an extensive inventory of bonds. My
of those brokers have had relationships wth
Cifford Associates and/or our counselors for 20
years plus, which utinately allons us to provide
“best execution’” to our clients.

To illustrate the inpact of “best execution’” as it
relates to bonds, recently we sod a $100,000 par
val ue nuni ci pal bond on behalf of aclient. V& gath
ered three bids fromthree different brokers:
102. 077, 104.947 and 105.432. V& sdd the bod to
the highest bidder. B/ doing so, our cient cdlected
$3,35 nore than if he had sold the bond to the
| ovest bidding broker—a difference of over 3% V¢
find simlar pricing inconsistencies on both buys
ad sdls.

Ancther interesting inpact of our anal ysis occurred
inrecent nonths. V¢ wtnessed a shortage of G-
fornia short-terminsured nunicipa paper. The
shortage of these bonds, coupled wth the high de-
nand for them created an artificially expensive
(lowyield) narket in Glifornia bonds. If we had
funds available for investnent and if appropriate,
we purchased insured, out-of-state, non-Glifornia
nuni ci pal bonds wth two-to-five-year naturities
foo or Glifornia resident client portfoios. Bsen
after factoring in additional state incone taxes,
these non-Gilifornia bonds provided an additional
0. 2%t o0 0.4%yiel d wen conpared to insured Gl i -
fornia nunicipal bonds—a relative increaseinyied
of 10%to 15%

Another exanple of our bond contribution rel ates
tothe precipitous decline ininterest rates. Thirty-

year fixed nortgage rates are currently bel ow 6%
10-year Treasury rates have declined to 3.6% while
long term Gifornia nunicipal bonds yield 4.5%
today. My of these rates are a their |ovest |evd

in 40+ years, raising concerns about potentialy in

creasing interest rates down the road. The result

is owr focus on shorter naturites, where price de

terioration is less redtive to longer bonds.

Continued on page 4
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Looking Beyond the Vale

By David Andrew

e market is most dangerous when it looks
best; it is most inviting when it looks worst.
Advice fromFank J. WIlians, a successfu

investor of the early 20™ century, provides some
hope to today’s investors facing the worst market
slump in 30 years. The number of stocks taking big
hits has now spread far beyond dot-coms and
telecom companies to many one-time stalwarts.
Certainly, there has been no shortage of pessimism
during this lengthy bear market. Some say that
investors have gone from “irrational exuberance”
to a state of “irrational despondency.” We must
remember in trying times like these that the
pendulum swings both ways.

History has proven over the years that markets do
eventually recover. In fact, the present market
environment could create enormous opportunities
for investors willing to increase their stock
exposure at drastically reduced prices. Down
markets also provide us the opportunity to buy
shares in some companies that have looked
attractive — but overpriced — for some time. Once
investors decide that the outlook for the economy
and stock prices is not as bad as they currently fear,
stocks should benefit from the mountain of liquidity
now on the sidelines. Professor Jeremy J. Siegel,
who has extensively studied the stock market,
recently commented: “History is definitive that
once investors have suffered this much pain,
subsequent stock returns will be very rewarding.”

As our economy strengthens, the stock market
pendulum could begin swinging in the opposite
direction. Many U.S. corporations have adjusted
to these leaner times through expense reductions
and delayed capital improvements. As confidence
builds in the strengthening economy, corporate
earnings and cash flow will improve. Increased
corporate spending should also fuel further
recovery. Eventually, we will experience both an
economic and stock market recovery — and it could
be a powerful one. Investors have not forgotten that
common stocks have clearly provided the best
returns over long periods of time.

The narket has al ready surpassed the 48%peak-
to-trough loss of the 1973-1974 bear narket. Y,
despite the nany issues facing investors today,
there is no conpari son to the crisis in confi dence
we faced during the last naj or bear narket. Mny
wll recal the Watergate scandal, the CPEC
instituted ol enargo, block-long lines at the
gas station, whol esal e prices junping 21%in the
afternath of the Vietnam Wr, and a 62%0US
unenpl oynent rate — the worst since the 1930 s
It isinportant to renenber that the 1973-1974
bear nmarket had an end. In the years that
folloned, stock prices recovered, and investors
prospered. Just as it woul d have been a nistake
to lose faith in the stock narket during the md
1970s, so too would it be now

Today, inflation is nearly non-existent, short-
terminterest rates are below 2% and falling,
nortgage interest rates are the lowest in a
generation, property values are a record highs
and nost conpanies are experiencing
noderately inproving trends. A so, while the
Sandard & Poor’s 500 Index has fallen al nost
%this year, nost clients of Gifford Associ at es
wth bal anced portfolios have done substantialy
better. Gients would nornal Iy be quite pleased
if they vere ale to “beat the narket” by 10to 15

percentage points. This shoul d apply in both good
and bad narkets.

Hstorically, investing in common stock has been
an attractive route to accunul ating weal th.
Despite occasi onal rough petches, stocks are still
the best long-term investnents for the
preservation of purchasing power. As we finish
off another year, it is worth renenering a few
facts based on US history: the scars which have
shaken investor confidence wil eventualy heal,
the econony wll recover and common shares
can nove dranatically in a positive direction.
Time and again throughout the last two
centuries, Anerican society has denonstrated
an incred ble capecity to hed and reformitsdf.
& are cofidet it wll do so again. A
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“No Pain, No Recovery” cont. from page 1

reevd usted. Thisis part of the ongong
service we provide to you.

In today’ s narket, as you watch the
stock narket decline, keep in mind
that your investnent counselor at
Qifford Associates took into
consideration what level of risk you
coud afford to take. An

torecover, ve wll shift sone funds out
of reserves into stocks.

These are trying tines, and we
understand that. W redize the last
tine we had three negative stock years
inarowws 1939 to 1941. Ve dso
know that when the narket recovered

after those three negative

appropriate asset
allocation was selected
accordingly, wth full
know edge of the historica
perfornance of securities.
Provisions were nade in
your portfolio for upconing

liquidity needs and/ or
potential reversals in
investnent returns. In

“1f you want to
participate in the
recovery, which
will come, you
have to endure
the pain and re-
main invested.

years, it was followed by
four positive years wth
annual returns ranging
from20%to 36% In 1973
and 1974, stocks were down
for two consecutive years. In
1975 and 1976, the stock
narket returned 37% and
24% respecti vel y.

gererd, bal anced portfdios
have fared substantially
better than dl-equity portfdics inthis
recent bear narket.

If you are newto Qifford Associ at es
and ve started out wth a cash portfdio
or one wth no capital gains tax
inplications on sales, we also
established a l ong-termasset all ocation
for you. However, recognzing the risk
inthe narket over the past few years,
we have noved cautiously buying
stocks. I'n nany cases, we have avoi ded
buyi ng certain stocks on the basis they
are too pricey, ad in others, we have
bought partial positions of stocks
know ng they could go lower. A the
sane tine, we have accunul at ed
substantial reserves (cash and bonds)
inthe potfdics. As the narket begins

‘Bonds Just Bonds” continued from page 2

We have no way of know ng
how long this bear narket
wll continue, but we do know the
dangers of exiting a bad narket at the
bottom Hstory has shown us nany
tines before that when the narket
bounces back, it nay recover rapidy
inavery short tine period. Thisis wy
efforts to tine the narket are largay
fuile If you vat to participate inthe
recovery, wiich wll cone, you have to
endure the pain and renain invested.

The best advice we can give you is to
stay focused on the long term and on
the original paraneters which we
di scussed when our rel ati onshi p began.
As long as your tine horizon all ows,
and you have adequate liquidity, the
best decision is to retain the current
structure of yor portfdio. oS

Angority of our recent bond purchases have been in the two- to- four year natu
rity range. In addition, we are in the process of evaluating the longer naturity
bonds, aong wth nany of our fixed incone nutual funds. In both cases we are

consi dering shorter naturity alternatives to replace them
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