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Portfolio Management Strategies Important in Uncertain Times
Chris Ciovacco – July 18, 2008

My definition of “press conference risk” is the tendency of financial markets to experience sudden

reversals immediately after the release of extraordinary or unexpected news, such as government

intervention in the markets. Press conference risk is not limited to government announcements made

during our Sunday family dinner, but can also include announcements of earnings, bankruptcies, or

global conflict. Prior to the Fed’s unprecedented meddling into the Bear Sterns and Fannie/Freddie

situations this year, the markets twice appeared to be on the verge of a holy grail capitulation, a period

of intense selling where investors say, “I can’t take it anymore, get me out.” Capitulation can make

money management somewhat easier after the fact, since it gives the market a cleared condition from

which to build a stronger base for subsequent sustainable gains. Unfortunately press conference risk can

overnight (or during the weekend) turn a well-positioned investment into a poorly positioned

investment (at least temporarily).

Long-Term Investors Need Trends to Make Money

Most of us would prefer to be investors instead of traders. Investors, with an intermediate to long-term
time horizon, must be aligned with a positive trend in order to make money. This is true even for value
investors who focus on a company’s valuation rather than a trend that can be seen on a chart.
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The chart above is not designed to convey that spotting a trend reversal is easy. It is not, but as more

evidence gathers as to the probable legitimacy of the new trend, the less risk you need endure to

participate. If the stock or market does not trend upward for a significant period of time, long-term

investors do not want to participate. The point is you can afford to miss the early part of the new trend.

Let the traders show us the way while putting their capital at higher risk. The strategies and goals of

shorter-term traders are quite different from those of a long-term investor. When you understand this,

it becomes clear that many buyers at a “bottom” are traders who have no intention of keeping the stock

for a long-term investment, which means they will be happy to sell at the first sign of trouble (creating

many false bottoms). Long-term investors do not necessarily want to enter a market at the same time as

traders who have much shorter holding periods.

Volatility and Risk Management While Capturing a Trend

Depending on how you manage it, volatility can be your friend or your enemy when attempting to make

money in financial markets. Fear is an investor’s biggest enemy and volatility is what drives fear. To

remind everyone of what could be at stake here and what can happen in bear markets, below are the

devastating losses suffered in the S&P 500 and NASDAQ during the 2000-2002 bear market.

It is evident above that volatility should be respected since losses can wipe out years of hard work if a

portfolio manager does not adopt proper risk management measures. How can volatility be our friend?

Those who study and understand the volatility characteristics of any investment or market will have a

much better chance of staying with and capturing the gains available in long-term trending markets. As

illustrated on the first chart on the next page (Chart A), any investor would have loved to ride the

NASDAQ’s meteoric rise from 1995 through the first quarter of 2000. I have removed the volatility from

Chart A to illustrate a trending market without the gut-wrenching and emotional effects of the market’s

inevitable ups and downs within the context of the primary trend. Our goal is to stay in an upward

trending market long enough to profit, while not staying invested too long during what appears to be

more than a “normal” correction (see Chart C).



CCM Client Update – July 18, 2008 Page 3

Chart A: The NASDAQ 1995-Q1 2000 with The Volatility Removed

Chart B: Same Chart As Above, But With The Real Life Volatility
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Chart C: We Need To Strike A Balance Between Trend Following With Risk Management

Chart D: How do we attempt to strike the necessary balance shown in Chart C above?

Chart D shows both the current uptrend in oil and recent corrections within the context of the uptrend.

The percentage drop in the large pink circle from peak to trough was 34%, but those who held even a
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reduced position were able to profit from the remainder of the trend. The percentage drop in the green

circle was 13%, but those who held on through the correction were able to profit. If oil dropped 12%

from its recent peak of $145 it would fall to $127.50. If oil dropped 34% from its recent peak, it would

fall to $95.95. In a form more simple than how we would actually make decisions, an investor in oil

should not get too concerned until $127.50 is taken out on the downside. Based on your risk tolerance,

you may decide to cut back on your holdings below $127.50. If $95.95 is violated on the downside, it is

possible you would exit the entire position or at least make a significant reduction in your exposure.

In the real world, a portfolio manager would use several factors to make calls on when to cut back or

exit a position. If trend lines are broken that adds to the negative evidence. If an investment has had an

extended run, like oil, the manager may be more inclined to cut back earlier rather than later.

Fundamental factors come in to play as well. The cons for oil are the reduction in demand that comes

during periods of economic weakness and the aforementioned long in the tooth trend. The pros for oil

are well known; questions about supply and increased demand from China, India, etc.

Let’s Put Some Charts on a Wall

I once read where a very successful money manager said he liked to invest in trends where if he printed

a graph and taped it to the wall, he would be able to spot the trend from across the room. Let’s tape up

some charts to get a read on the current state of the world. We’ll start with global stock markets since

most investors who wish to grow and protect their purchasing power tend to invest in stocks.

The S&P 500: Clear Downtrend
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The Dow: Clear Downtrend

The NASDAQ: Clear Downtrend
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Foreign Developed Markets: Clear Downtrend

Emerging Market Stocks: Downtrend, But Not As Defined As Those Above
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U.S. Financial Stocks: Clear Downtrend (overdue for a bounce)

To invest with the trends above, maybe with the exception of the Emerging Markets, you would use
inverse funds or ETFs, which rise as the underlying index falls. This may sound somewhat radical, but
from a portfolio manager’s perspective, the inverse funds are managed just like any other investment.
For example, below is the inverse ETF for U.S. financial stocks (it is 2x the inverse of the index).

Inverse U.S. Financials: Clear Uptrend – Concerning Correction
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To Make Money Find Trending Investments

Based on the charts of most stock markets above, the trends will have to change before long-term

investors can again make money. If a trend has to be in your favor to make money, then you should

overweight investments which are doing just that. The inverse Financial ETF above fits the bill. Let’s see

what other markets are in clearly defined trends.

Commodities: Clear Uptrend

Commodities are experiencing a long-overdue correction as I type. Based on past corrections above,

within the context of the ongoing uptrend, the current correction is not yet alarming. However, I am

watching the situation closely due to the slowing global economy and recent run-ups in prices. The

commodity bull run will end some day, but we don’t need to call a top. We can wait for evidence to

mount which supports the probability of a trend reversal. Look at the sharp correction which occurred

in March of this year. The press and many professionals called a top in commodities for the countless

time during this bull run. The gain from the March bottom is significant. Please do not interpret these

comments as bullish. I know a top will come – it may be happening right now – but even if this is “the

top”, in the long run in order to stay with profitable trends, we are better off waiting for more evidence

prior to giving up on commodities. We may be wrong doing so now, but over time and over many

instances we will be right more often than not, which is an important concept in the process of making

money. One way to help take some emotion out of the decision making process is to make consistent

decisions based on specific criteria. You evaluate the decision based on its merits rather than on the

outcome. In the markets, to make money we know we can still be wrong on some decisions as long as
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we do not let the losses run too far. Moving on to other markets or investments which are currently

trending favorably:

Gold: Uptrend, But Taking a Breather

Metals & Mining Stocks: Uptrend, But Correction of Concern
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Agricultural Stocks: Uptrend, But Correction of Serious Concern

Agricultural Commodities: Uptrend, But Currently Drifting
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Steel Stocks: Uptrend, But Correction a Concern

Energy Stocks: Uptrend, But Once Again Current Correction Very Concerning
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U.S. Dollar Index: Downtrend, But…

…We Can Use Investments to Take Advantage of The Weak Dollar
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You may have noticed that all the up trending markets are commodity related or weak dollar related.

Since commodities have a strong correlation to a weak dollar it is obviously a concern in terms of

portfolio risk. In recent months I have continually searched for other alternatives with very limited

success.

Biotech Stocks: Not a Strong Trend, But Better than the S&P 500

Medical Device Stocks: Not Really Very Attractive
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Since there are very few markets trending upward, the inverse funds of downward trending markets

offer some alternatives to commodity and weak dollar plays.

2x Inverse EAFE / Developed Foreign Markets Stocks: Volatile, But Profitable

2x Inverse S&P 500: Clear Uptrend
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In an attempt to provide some diversification to counterbalance the commodity and weak dollar plays,
we also have the following somewhat attractive investment options.

Long-Term U.S. Treasury Bonds: Backed by the Full Faith and Credit of the U.S. Gov’t

Intermediate Bonds With Gold: Trending, But Taking a Break
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Hedged U.S. Stocks: Good On A Relative Basis, But No Strong Trend

Timber: Good on a Relative Basis, But No Strong Trend
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Investment Correlations to Inflation (CPI) Point Toward Higher Inflation

In a recent analysis conducted by PIMCO and Morgan Stanley which explored the correlation of

S&P 500 Industry Groups to inflation (CPI) from 1975-2007, the groups with positive

correlations to inflation were quite limited in scope. Only energy, media, healthcare equipment

& services, transportation, materials, utilities, and food & staples, were able to post positive

returns as inflation rose. The remaining fourteen industry groups including diversified

financials, banks, tech hardware & equipment, and telecom services all were losing bets during

periods of rising inflation. If you look at the positive trending charts above, it is quite clear

history is repeating itself. It is interesting to note, the S&P 500 as a whole posted a strong

negative correlation to the CPI from 1975-2007, which means if inflation continues to pick up

steam, stocks will be fighting an ongoing historical headwind.

A Word about Position Sizing Within the Context of the Entire Portfolio

Investors will be well served in the current environment to more closely monitor their portfolio

as a whole, rather than isolating more volatile components such as gold or financial stocks. If

the percent allocation or size of the position is small or within reasonable bounds relative to the

balance of the portfolio, the risk of volatility has been properly accounted for. For example, if

your allocation to physical gold is 5% of your entire portfolio, including CDs and money markets,

a 20% fall in the price of gold will only cause a 1% decline of your total holdings. A 1% decline is

much easier to stomach than a 20% decline.

Housing, Fannie & Freddie, and Financial Stocks

I often hear defenders of Fannie and Freddie’s say, “Most of their mortgages are 30-year fixed and not

delinquent.” That is somewhat accurate, but leaves out the ongoing damage to their balance sheet as

housing prices continue to fall. You can make all the payments you want on time and that has no effect

in terms of the blow to the value of their mortgages which results when the underlying assets, single

family homes, drop in price. The text below, concerning Fannie and Freddie, is from the Wall Street

Journal dated Friday, July 18, 2008:

The two companies – which are rivals in the same business – have reported a combined $11

billion of losses over the past three quarters, largely because of increasing defaults by

homeowners on mortgages. When homeowners don’t make mortgage payments, Fannie and

Freddie must reimburse the holders of securities backed by those defaulting mortgages. At the

same time, falling home prices cut the value of the collateral backing the loans, increasing losses

for Fannie and Freddie. Investors and analysts can only guess how bad the losses might be as

several million American homes go through foreclosure. Analysts at Goldman Sachs Group Inc.

this week estimated that Fannie faces default-related losses of $32 billion and Freddie $21

billion.
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As far as banks, and to a lesser extent the financial markets as a whole go, nothing is more important

than falling home prices. Until home prices at least show some real signs of stabilization, all bullish bets

or calls for a bottom in stocks should be made cautiously. Below I have taken some stats directly from

an article written by Barry Ritholtz of Ritholtz Research:

An unprecedented 10% of homes built after 2000 stand vacant, according to Stansberry &

Associates Investment Research;

In just about every area of the country, the ratio of sale prices to per-capita income remains

significantly elevated over its historical averages. And, that assumes there won't be a significant

economic downturn. As of July 12, 2008, a significant recession is looking increasingly likely;

By nearly every traditional metric, home prices remain extremely elevated; Median Price to

Median Income or Homes vs. Rentals. All of these imply further price adjustment towards the

historical norms;

These same analysts who are calling for stability (of home prices) in second half of 2008 have

been incorrectly expecting home prices to stabilize for years; why will the recession make home

prices stabilize?

A takeover of Fannie and Freddie is somehow a positive? All that would accomplish is restoring

mortgage purchases back to where it was in March 2008. So what?

The bailout will only delay the inevitable repricing that needs to take place;

Home prices rose 86% in the 10 largest markets, and 72% in the 20 largest. Incomes lagged so

badly behind, that a mere 15% housing price decrease has failed to return the income to house

price ratio towards normalcy. Look for another 10-25% over the next few years -- or the inflation

adjusted equivalent, sideways action for the next decade . . .

In my view we cannot even begin to think about stabilization in home prices until the inventory of

unsold homes comes back in line with historical norms. The basic laws of supply and demand are still

out of balance. Currently, there are somewhere in the neighborhood of eleven months of supply of

unsold homes on the market versus a six to seven month supply we would expect to see in a more

healthy market for price appreciation. When this gap begins to close, it will be more reasonable to

consider lasting rebounds for the economy and stocks.

How Are Value Investors Doing In The Current Environment?

Rather than try to pick on anyone in a tough environment, my purpose here is to demonstrate the

limited number of places to seek investment gains in the last year. As most of us know, the king of value

investing is Warren Buffet. Historically value investors, who buy companies based mainly on their value

as a business, have fared relatively well in bear markets. Even Mr. Buffet’s Berkshire Hathaway has not

been immune to the bear.
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How Have Our Methods Held Up Over Time?

Based on a great respect for the financial market’s ability to quickly reverse good fortune, I do not like to

discuss performance when things are going well on a relative basis. However, I think it is important

from a confidence standpoint to know if the topics covered above hold any water in the real world. We

began using the approach discussed above along with numerous additional elements in December of

2004. Below are the results of the CCM Model Growth Portfolio (CCM MGP) after all expenses

(custodian, third party, and our management fees) versus the S&P 500 Index.

Past performance does not guarantee future results.
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A Tough Environment: Inflation Is Rising, Equity Markets Are Falling, and Commodities Correcting

As a portfolio manager, my options in the current environment are somewhat limited. I have no

particular fascination with commodities, they just happen to be the only source of strength. I would

much prefer never to use inverse funds, but a 100% commodity portfolio is not prudent. Global inflation

is on the verge of getting away from central bankers, which means investors who wish to protect their

long-term purchasing power cannot afford to park funds exclusively in CDs and money markets. Our

approach will continue to use a mix of multiple asset classes in an effort to grow and protect principal

within the context of volatile and increasingly interfered with markets. While in an environment where

the source of strength is basically limited to commodities and inverse or bear market vehicles, we have

to tread with extra care. I am willing to give investments a reasonable amount of rope on the downside

based on recent volatility characteristics. However, a continued pullback in commodities could quickly

morph into rapidly falling prices. In that event, principal protection must become the primary focus in

order to preserve our capital to fight another day.

While some shortsighted stock investors see an opportunity in stocks based primarily on a possible

correction in commodity prices, they should not ignore the fact that continued global economic

deterioration is the driver behind falling commodity prices. This serves as another reason to be skeptical

of what appear to be textbook bear market rallies. The markets and economy would be better served if

the Feds backed off on the tinkering and just let the markets deal with those who made poor decisions

in the form of overbuilding, real estate speculation, securitization, and a general lack of managerial

oversight and discipline. Recessions do many things to help the economy move closer to a sustainable

recovery including the all important purging of bad debt from the system. Unfortunately, we will most

likely see just the opposite from the Feds in the form of continued “unprecedented” intervention into

what is inaccurately described as a free market economy. In the end, all the tinkering will simply

prolong the recovery process. As always, if we keep an open mind (recognizing things may not unfold as

described above) and pay attention to what is actually happening versus being concerned with what

may happen, the markets will guide our asset allocations if we are willing to follow.

Chris Ciovacco is the Chief Investment Officer for Ciovacco Capital Management, LLC. More
on the web at www.ciovaccocapital.com

All material presented herein is believed to be reliable but we cannot attest to its accuracy. The information contained herein (including
historical prices or values) has been obtained from sources that Ciovacco Capital Management (CCM) considers to be reliable; however,
CCM makes any representation as to, or accepts any responsibility or liability for, the accuracy or completeness of the information contained
herein or any decision made or action taken by you or any third party in reliance upon the data. Some results are derived using historical
estimations from available data. Investment recommendations may change and readers are urged to check with tax advisors before making
any investment decisions. Opinions expressed in these reports may change without prior notice. This memorandum is based on information
available to the public. No representation is made that it is accurate or complete. This memorandum is not an offer to buy or sell or a
solicitation of an offer to buy or sell the securities mentioned. The investments discussed or recommended in this report may be unsuitable
for investors depending on their specific investment objectives and financial position. Past performance is not necessarily a guide to future
performance. The price or value of the investments to which this report relates, either directly or indirectly, may fall or rise against the interest



CCM Client Update – July 18, 2008 Page 22

of investors. All prices and yields contained in this report are subject to change without notice. This information is based on hypothetical
assumptions and is intended for illustrative purposes only. PAST PERFORMANCE DOES NOT GUARANTEE FUTURE RESULTS.


