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CLIENT FORUMS

We are considering a series of client events, at which we would discuss a variety of
investment topics of interest. We will be sending you a brief survey, either in the US mail or
by email, to get your feedback on the content and logistics of these events.

NFS ANNUAL $35 CUSTODIAN FEE for IRA ACCOUNTS

You will be receiving this bill in the mail. We suggest not paying it directly, but instead
having the $35 debited from your IRA account in December. This fee had been waived for
our clients the past few years, but is now being charged by NFS for its custodial services.
Schwab does not charge this fee for IRA accounts.

OCTOBER MARKET ACTIVITY

After September’s significant stock market gains, October exhibited a partial return of the
high volatility from July and August. By the end of October, stock market gains ranged from
fractional (Dow Jones), to substantial (NASDAQ Composite, Total International) to extreme
(Emerging Markets). Interest rates declined modestly, meaning bond prices moved higher, as
the Federal Reserve lowered interest rates by 25 basis points (or 0.25%), following its 50
basis point (or 0.50%) reduction in September.

PARK PIEDMONT ADVISORS (PPA): An Update of Who We Are

Last month in this section, we briefly discussed the five investment professionals associated
with PPA. This month we would like to briefly describe what it means to you that PPA is an
independent registered investment advisory firm (RIA). RIAs work with a fiduciary standard
towards their clients, which means we must place your interests first. The magazine Wealth
Manager (October 2007, pg. 42) described RIAs as “service providers — not product
providers, free to access products from any company, free to recommend what was best for
their clients, able to offer advice free from the influence of those product companies.” This is
a major distinction between independent RIAs and banks, brokerages, and insurers.
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Any recommendation contained in these Comments may not be suitable for all investors. Moreover, although
the information contained herein has been obtained from sources believed to be reliable, its accuracy and
completeness cannot be guaranteed.
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COMMENTS: INDEX RESULTS for period ending OCTOBER 2007

YEAR YEARS YEARS YEAR YTD OCT

STOCKS 1999 200002 200305 2006 _2007 _ 2007
Vanguard Total Stock Market Index Fund (1) 23.8%  (37.2%) 53.1% 15.5% 11.1% 2.0%
Standard & Poor’s (S&P) 500 Index (2) 19.6%  (40.1%) 41.9% 13.6% 9.2% 1.6%
Vanguard S&P 500 Growth Index Fund (1) 28.8%  (48.4%) 41.8% 9.0% 16.2% 3.6%
Vanguard S&P 500 Value Index Fund (1) 12.6%  (26.2)% 63.2% 22.1% 6.8% 0.2%
Dow Jones Industrial Average Index (2) 252%  (27.5%) 28.5% 16.3% 11.8% 0.3%
NASDAQ Composite Index (2) 85.6%  (67.2%) 65.2% 9.5% 18.4% 6.6%
Vanguard Midcap US Index Fund (1) 25.0%  (18.3%) 83.9% 13.6% 11.7% 1.9%
Vanguard Smallcap US Index Fund (1) 19.6%  (24.2%) 87.5% 15.6% 9.3% 2.8%
Vanguard International Index Fund (EAFE) (1) 253%  (45.9%) 95.9% 26.6% 23.9% 6.9%
Vanguard Emerging Markets Index Fund (1) 61.6%  (29.5%) 162.7% 29.4% 51.5%  16.6%

Vanguard Real Estate Investment Trust Fund (1) (0.4%) 47.5% 98.6% 35.1% (2.9Y% 1.2%
BONDS

Vanguard Total Bond Market Index (1) (0.8%) 30.4% 11.1% 4.2% 4.7% 1.0%
Vanguard Intermediate Tax- Exempt Index Fund (1) (2.9%) 23.7% 10.3% 4.4% 2.2% 0.3%
Vanguard Short-term Bond Index (1) 2.1% 25.8% 6.5% 4.1% 4.6% 0.1%
Vanguard Short Tax- Exempt Index Fund (1) 2.6% 13.8% 4.5% 3.2% 3.3% 0.5%
Vanguard High-Yield Bond Fund (1); starting 2002 NA 1.7% 30.7% 8.2% 3.5% 0.5%
Vanguard Inflation-Protected Bond Fund (1); starting 2001 NA 25.5% 20.0% 0.4% 7.5% 1.2%

NOTE: Three-year results start with a base of 100, and after each year’s % change, the result for that year
creates a new base. So if at the end of the first year the index is up 10%, then the new base is 110%; and if down
10%, then the new base is 90%. NOTE also that a decline of 50% requires a gain of 100% to get back to the
starting value, which explains why NASDAQ, down 67%, would require a gain of 200% to get back to its
starting value.

1) Results for Vanguard funds include dividends and fund expenses but do not reflect PPA’s advisory fee.
2) Results for S&P 500, Dow Jones, and NASDAQ indexes do not reflect dividends or PPA’s advisory fee.
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% 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q
1999 2000 2001
S&P 500 4.1 7.6 (7.7) 15.6 2.0 3.00 (1.3 (7.8) (12.1) 4.8 (13.8) 8.1
NASDAQ 14.6 10.0 0.0 61.0 124 (14.8) (7.2) (29.6) (25.5) 129 (26.7) 183
BONDS 0.0 (0.5) 04 (0.7) 2.4 1.5 3.1 43 3.2 0.8 43 0.0
Interm. Tax.
2002 2003 2004
S&P 500 0.0 (13.8) (14.1) 4.5 (1.8) 12.8 2.2 13.2 1.3 1.3 2.4) 8.8
NASDAQ (5.5 (19.5) (13.5) 7.0 2.5 19.2 12.1 16.2 (0.5) 2.7 (7.5) 139
BONDS 0.0 2.8 3.6 1.8 0.9 2.7 0.2 0.2 2.7 (2.6) 3.1 1.0
Interm. Tax.
2005 2006 2007
S&P 500 (2.6) 0.9 3.1 1.6 3.7 (1.9) 5.2 6.6 0.2 5.8 1.6%
NASDAQ (8.1) 2.6 4.4 2.5 6.1 (7.6) 3.9 7.1 0.3 7.5 4.0%
BONDS 0.5) 3.0 0.7) 0.6 0.7) (0.2) 3.8 1.3 1.4 (0.6) 2.9%
Interm. Tax.
OCTOBER 2007 COMMENTS

STOCK index prices for US and international stocks gained in October, but in widely
varying amounts, following September’s much more even, broader-based gains. These most
recent two months followed the extreme volatility of the summer, presumably brought on by
the highly publicized credit and housing market problems. Year-to-date (YTD), the broad-
based US stock indexes are up in a range of 9.2% (S&P 500) to 18.4% (NASDAQ
Composite). Developed International and Emerging Market International stocks are both
significantly outperforming the US indexes (YTD, 23.9% and 51.5%), while the REIT sector
continues as this year’s underperformer after years of outperformance. Growth, after years of
underperformance, is outperforming Value. See the third paragraph below for discussion of
economic factors, and page 2 above for figures for the month, YTD, and since 1999.

BOND returns (price change plus interest) for all parts of the bond market were positive for
the month. The benchmark 10-year US Treasury yield closed at 4.47%, a decline of 11 basis
points from September. The Federal Reserve, for the second consecutive meeting, lowered
the short term rate it controls, this time by _ of 1%, to 4.5%. Bond returns for the month,
YTD, and since 1999 are set out on page 2 above.

ECONOMIC NEWS for the month indicated an economy with many areas of strength, even
in the face of deepening problems in the housing market (WSJ, 10/25/07, D1) and continuing
losses in various credit markets. The initial indication of Q307 growth in Gross Domestic
Product was plus 3.9%, a strong showing (WSJ, 11/1/07, A2). Employment showed strong
growth for October, continuing a favorable trend dating back to August (WSJ, 11/3-4/07,
front page). US exports have been strong, benefiting from a weaker US dollar (WSJ 10/1/07,
front page). Retail sales appeared strong, but most of the strength came from autos and
gasoline (WSJ, 10/13-14/07, A4). Inflation figures continued within acceptable ranges, even
as oil prices moved to over $90 per barrel (NYT, 10/18/07, C3; WSIJ, 10/26/07, A3 and
11/2/07, A2). However, some signs of weakness, even beyond housing, appeared in monthly
figures for manufacturing and consumer spending (WSJ, 11/2/07, A2).
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From a longer-term standpoint, the current decade has seen a major bear market in stocks
(3/00-3/03), followed by a more than 4 -year recovery to current price levels. Relative to
their 2000 highs, the Dow Industrials are 19% higher, the S&P 500 2% higher, and the
NASDAQ still a stunning 43% lower. Thus, the annualized returns for all three indexes since
2000 are far below their long-term average annualized returns. The mutual fund company
Vanguard notes that from 1926 through 2005, in only six of 80 years did stock prices fall
within 2%, up or down, of the long-term annual average return of plus 10.4%.

However, going back further to the bull market that began in 1995, all three major indexes
have remarkably similar average annual returns (ranging from 10.0% to 11.0%), right at the
10.4% average annual return for stocks dating back to 1926. As these returns converge,
“regression to the mean,” described by Swensen as “one of the most powerful influences in
the world of finance” (pg. 154), seems apparent. But Vanguard’s observation is also
meaningful, since annual returns during the bull market were far higher than the long-term
averages, and the returns from 2000-YTD 2007 have been far lower.

The moral: Stock returns are truly unpredictable and volatile in short time frames, and
can be over long time periods as well, even with (so far) a fairly stable very-long-term
average return. Key Questions: Your relevant time frame and tolerance for risk.

S&P 500 (1) DOW (1) NASDAQ (1)
Ist Qtr 2000 High 1,527 11,723 5,048
Year End 2000 1,320] (13)%| 10,785] (8)%| 2,470/ (51)%
September 21, 2001 Low 965| (37)% 8,235| (30)% 1,425 (72)%
Year End 2001 1,148] (25)%| 10,020] (17)%|  1,950] (61)%
October 9, 2002 Low 777 (49)% 7,286| (38)% 1,114 (78)%
Year End 2002 880| (42)% 8,342 (29)% 1,336| (73)%
Year End 2003 L112) 27)% 10,454] (11)%|  2,003] (60)%
Year End 2004 1212 21)%  10,783] (8)%| 2,175 (57)%
Year End 2005 1,248 (18)% 10,718] (9)%| 2,205/ (56)%
Year End 2006 1,418 (7)%] 12,463| +6% 2,415/ (52)%
Year-to-date 2007 1,549 +2% 13,930/ +19% 2,859 (43)%
Context: Prior Five-Year Gains in Bull Market of 1995 - 1999

S&P 500 (1) DOW (1) NASDAQ (1)

End 1994 459 3,834 752
End 1999 1470 11,500 4,070
Gain 1,011 7,666 3,318
Avg.Ann.%Gain:'95-'99; 5 years 26.2% 24.6% 40.2%
OCTOBER 2007 1,549 13,930 2,859
Gain 1,090 10,096 2,107
Avg.Ann.%Gain:'95-10/07; 12.83 yrs 10.0% 10.6 % 11.0 %

1) Results for S&P 500, Dow Jones, and NASDAQ indexes do not reflect dividends or PPA’s fees.
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INVESTMENT CONCEPTS:
Uncertainty and Its Impact on the Investment Process

It would seem fairly obvious that no one can predict the future. But in the investment world,
many investors seem willing to listen to the predictions of so-called experts regarding many
crucial pieces of information that influence their investment decisions. Wall Street analysts,
economists, and media personalities on financial networks and in the financial press are
constantly making predictions about such market-moving subjects as the likely growth rate of
the overall economy, employment rates, the direction of inflation and interest rates, oil

prices, the value of currencies, and corporate earnings. Why investors pay so much attention
to predictions on these subjects, when they more than likely would concede that the future is
unpredictable, is a large question with serious implications.

Nassim Nicholas Taleb has written extensively on this subject. His earlier book, “Fooled by
Randomness,” has been mentioned often in previous Comments (references available on
request). His newest book, “The Black Swan,” discusses the question raised above. While
we have quoted Taleb extensively here, we do not agree with his ultimate suggestions for
portfolio allocations. Rather, we favor the views of the Yale endowment’s highly successful
chief investment officer, David Swensen (see page 8 for further discussion), but we do think
many of Taleb’s points are worth consideration.

Taleb begins by explaining the idea of the Black Swan. “Before the discovery of Australia,
people in the Old World were convinced that all swans were white....The sighting of the first
black swan...illustrates a severe limitation to our learning from observations or experience
and the fragility of our knowledge. One single observation can invalidate a general statement
derived from millennia of confirmatory sightings of millions of white swans. All you need is
one single black bird” (Prologue, xvii).

He continues that “a Black Swan is an event with the following three attributes. First, it is an
outlier, as it lies outside the realm of regular expectations, because nothing in the past can
convincingly point to its possibility. Second, it carries an extreme impact. Third, in spite of
its outlier status, human nature makes us concoct explanations for its occurrence after the
fact, making it explainable and predictable.... To summarize: rarity, extreme impact, and
retrospective (though not prospective) predictability. A small number of Black Swans
explains almost everything in our world, from the success of ideas and religions, to the
dynamics of historical events, to elements of our own personal lives” (xviii). In a footnote, he
also states that “the highly unexpected not happening is also a Black Swan” (xviii).

Taleb writes that “Black Swan logic makes what you don’t know far more relevant than what
you do know....The inability to predict outliers implies the inability to predict the course of
history....Our inability to predict in environments subjected to Black Swan, coupled with a
general lack of awareness of this state of affairs, means that certain professionals, while
believing they are experts, are in fact not....Black Swan, being unpredictable, we need to
adjust to their existence (rather than naively try to predict them”) (Prologue, xix and xx). So
before the Prologue has been completed, Taleb makes his case for not relying on experts to
predict matters “in environments subjected to Black Swan.” The book goes on to make the
point that the investment arena is one such environment.
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Taleb presents the Black Swan problem in its original form: “How can we know the future,
given knowledge of the past; or more generally, how can we figure out properties of the
(infinite) unknown based on the finite known?”” (40). He writes about the turkey which, after
being fed one thousand days in a row, and expecting the same indefinitely, encounters the
day before Thanksgiving. Taleb observes that “the history of a process over a thousand days
tells you nothing about what is to happen next. This naive projection of the future from the
past can be applied to anything” (Figure 1, pg 41). In a footnote (pg. 42), he discusses a
hedge fund that lost most of its money in a few days during September, 2006, as follows: “A
few days prior to the event (that is, the huge losses), the company made a statement to the
effect that investors should not worry because they had twelve risk managers — people who
use models of the past to produce risk measures on the odds of such an event. Even if they
had 112 risk managers..., they still would have blown up. Clearly you cannot manufacture
more information than the past can deliver....We just don’t know how much information
there is in the past.” The point here is that the hedge fund encountered the unexpected, some
combination of circumstances that had not occurred before. While the managers believed
they could control risk by analyzing past occurrences, they missed the whole idea that some
thing could happen that was not captured in their analysis of the past.

Another major idea presented in the book is referred to as “silent evidence.” The example
Taleb uses to present this idea is of a nonbeliever shown portraits of survivors of a
shipwreck, who had prayed for survival. The nonbeliever asks where are the pictures of those
who prayed, then drowned (100). “Drowned worshippers do not write histories of their
experiences (it is better to be alive for that), so it is with the losers in history, whether people
or ideas...” (102). “People who fail do not seem to write memoirs, and if they did, business
publishers would not even consider returning their call....The graveyard of failed persons
will be full of people who shared the traits of courage, risk taking, optimism, etc....What
truly separates the failed from the millionaires is for the most part a single factor: luck. Plain
luck” (105-106). He uses the fund management industry as an example: “The industry claims
that some people are extremely skilled, since year after year they have outperformed the
market. They will identify these ‘geniuses’... He (Taleb) used computer simulations to show
how it would be impossible to not have these geniuses produced just by luck. Every year you
fire the losers, leaving only the winners, and thus end up with long-term steady winners.
Since you do not observe the cemetery of failed investors, you will think that some operators
are considerably better than others” (106).

The problems are that: (1) no one can identify the consistent winners in advance of the
achievement, and (2) the fact of the past achievement in no way indicates future success.
Taleb suggests “not to compute odds from the vantage point of the winner, but from all those
who started. If you look at the population of all those who begin, you can be close to certain
that one of them (but you do not know in advance which one) will show stellar results just by
luck. From the reference point of all those beginning, this is not a big deal. But from the
reference point of the winner (who does not take the losers into account), a long string of
wins will appear to be too extraordinary an occurrence to be explained by luck. Note that a
‘history’ is just a series of numbers through time” (119). In a further pertinent observation,
Taleb writes that “randomness and uncertainty are abstractions. We respect what has
happened (history), ignoring what could have happened” (132).
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Taleb then moves to a section entitled, We Just Can’t Predict: “You would expect our record
of prediction to be horrible: the world is far, far more complicated than we think, which is
not a problem, except when most of us don’t know it....We have seen how good we are at
narrating backward, at inventing stories that convince us that we understand the past.... I find
it scandalous that in spite of the empirical record we continue to project into the future as if
we were good at it, using tools and methods that exclude rare events....(135). The problem
with experts is that they do not know what they do not know (147). ...Our predictors may be
good at predicting the ordinary, but not the irregular, and that is where they ultimately fail....
What matters is not how often you are right, but how large your cumulative errors are (149).
Experts, when they are wrong, invoke the outlier defense....given that what happened was
not predictable, they are not to blame. You cannot predict the Black Swan.... When experts
are right, they attribute this to their expertise; when wrong, they attribute this to the situation,
which was unusual, or worse, they did not recognize they were wrong” (152).

“We cannot truly plan, because we do not understand the future — but this is not necessarily
bad news. We could plan while bearing in mind such limitations. It just takes guts. Even if
you agree with a given forecast, you have to worry about the real possibility of significant
divergence from it. These divergences may be welcomed by a speculator; a retiree however,
with set risk attributes cannot afford such gyrations. It is the lower bound of estimates (i.e.,
the worst case) that matters when engaging in a policy — the worst case is far more
consequential than the forecast itself. This is particularly true if the bad scenario is not
acceptable. One of my clients asked for my prediction. I told him I had none. I have never
had an outlook and have never made a professional prediction — but at least I know that I
cannot forecast” (157-163).

The implications of this inability to predict what will happen with an investment allocation
and the choices used to implement it are most important. As Taleb notes, what is good for the
speculator is unacceptable to the retiree. We agree, and believe that the soundest investment
advice focuses on reducing your exposure to the unacceptable scenarios, even if it means
reducing expectations for your investment returns at the same time. Taleb’s arguments: (1)
warn against relying unquestioningly on history repeating itself with regard to investment
returns, since the history we know is only one possible series of outcomes as compared to all
those that could have happened; and (2) call for acknowledging that the inability to predict
makes efforts at setting expected future returns a highly questionable activity.

Returning to the text, and specifically with regard to investments, Taleb writes that “people
are often ashamed of losses, so they engage in strategies that produce very little volatility but
contain the risk of a large loss....If you accept most ‘risk measures’ are flawed because of
Black Swan, then instead of putting your money in ‘medium risk’ investments (based on so-
called experts, and history), put a large portion of your money in the safest investment (T-
Bills), and take the rest and make extremely speculative bets” (204-5). “You need to focus on
the consequences (which you can know) of an event, rather than its probability (which you
can’t know), and this is the central idea of uncertainty. Invest amounts you are not willing to
ever lose in less risky securities” (211).
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It is here that we and Taleb part company. Our allocation and implementation advice is based
more on David Swensen’s views of investing, set forth in his book “Unconventional
Success” and discussed in many of our prior Comments (references available on request).
Swensen advocates developing an asset allocation that seeks to reduce risk by controlling the
allocation to the historically higher-returning but more volatile asset class (i.e., stocks), and
implementing the allocation with a mix of low-cost, market-mimicking, tax-efficient indexed
stock and bond investments (see section titled “Portfolio Construction,” (81-91), and
consider this quote: ”Rational investors allow risk preferences to influence portfolio choices,
increasing the likelihood of maintaining asset allocations through the inevitable rough
patches and ultimately benefiting from expected portfolio risk and return
characteristics....Incorporating personal preferences in portfolio decisions guards investors
from counterproductive actions to adverse developments after the fact by limiting exposure
to poorly loved asset classes before the fact” (84-85).)

Swensen clearly relies more on historical returns than Taleb would ever consider. And
Swensen’s portfolio mix of stocks and bonds is not in line with Taleb’s advice to invest most
money in ultra-safe US government bonds, and then use some modest percentage to invest in
very high risk ventures with very high potential payoffs. According to Taleb, in these high
risk ventures you can at least identify and recognize them as high risk ventures. He worries
more about the “promising” stock market and the “safe” blue chips than he does about
speculative ventures; the former present invisible risks while the latter offer no surprises,
since you know how volatile they are and can limit your downside by investing smaller
amounts (296).

Our problem with Taleb’s allocation advice is that if the high risk investment “blows up” and
declines significantly (or, in the worst case, goes to zero), the investor is left only with the T-
Bill investments, which could end up providing too low a return to meet the investor’s goals.
Therefore, we advocate the more balanced stock and bond portfolio recommended by
Swensen. But Taleb’s points on uncertainty, and the inability to predict, also influence our
advice that clients have the smallest allocation to the broadly-based stock market consistent
with providing the opportunity to earn a return adequate to their needs. This is our effort to
combine two points of view that we highly respect.

Victor Levinson Nicholas Levinson



