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Thought of theMonth — A dose of optimism

Given the current state of the world, surdly thisis atime for some optimism. Not because
things are rosy dl around, but Smply because we dl know that thingswill get better. The lrag
war will come to an end hopefully sooner than later; the pneumoniathet has struck down o
meany people worldwide will be brought under control; and doser to home, traditiona equity and
other risky markets will rise again! With four children to look &fter, | often see how happy they
areto pick themsdves up and continue on even if they have just hed abad fdl. But how isa
dose of optimism rdaed to investing? Investing often requires patience, courage, and
conviction. Intimeslike these, where pessmism and depression has led to tremendous market
volatility, remembering that human nature is one of perseverance and triumph despite periodic
episodes of complete gupidity or helplessness should give one comfort to stay invested. To be
aure, one should have reduced market exposure long ago to maintain the same leve of risk. But
daying invested in the financid markets will eventudly reward investors when the inevitable
good feding returns.

Why isthe Sky Blue? Why do investor s often for get about fund management fees?

|t sinteregting to note that extensive research has indicated that funds with lower management
feestend to perform better over time, yet like many investors, | tend to forget about manager
fees when | see afund that has performed extremely well over time. | sart to think about greed
and riches and completely ignore any aspect of the fee schedule. After dl, if the market average
isabout 1% per annum, should we care if amanager charges 2% per annum when he or she has
congstently returned 20% per annum for 10 years?  In the hedge fund space, | recently heard of
avery successtul tactical manager with billions under management who increased the
management fee to 3% per annum. So wha's an additiona 1% here and there? Unfortunately,
extensve research showsthat it is very difficult for managers to repest their performance over
time for anumber of reasons, such as, “ther luck ran out”, “too many new players entered the
market thereby diminating market efficiencies that were being profitably exploited”, etc.
Accordingly, it is every investor’s responghility to ensure they are not overpaying fund

managers. To befair, investors should dso consider the complexity of a strategy, the size of
funds under management, the ingruments traded, etc., and aso ensure that a manager is not
under-compensated!

Nourishment - |s agency debt backed by the U.S. Government?

|t scems that each time the U.S. agency debt market (e.g., mainly FNMA and FHLMC) and the
inditutions thet issue such debt return to relative obscurity in the financid markets, someonein
congress or elsewhere in the power echelon decides to throw down the gauntlet. Thistimeit

was none other than Mr. William Poole, . Louis Federd Reserve President, when he was

! These agendies provide funding to lower and middle income familiesin the U.S. residential housing market.
Although there are numerous other U.S. government agencies, FNMA and FHLMC seem to have taken the brunt of
the political storm perhaps dueto their large market share.
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quoted as saying “Massive liahilities of Fannie Mae and Freddie Mac threatened the economy.” 2
Grumbling has been going on for years primarily because the fact that FNMA and FHLMC have
aline of credit with the U.S. Treasury hes resulted in alower perception of credit risk and
therefore lower borrowing costs. There are many competitors of these agencies that would like
to see the government abolish the line of credit to put dl finandid indtitutions on an equa

footing. Some lawvmakers have even proposed hills to end the line of credit.® The problem for
investorsis that many funds and discretionary accounts place large invesments in agency debt
and are thus taking a bet that the U.S. government will never removetheline d credit.
Obvioudy, if the U.S. government suddenly reversesits backing of the agencies, the credit
ratings of FNMA and FHLMC could drop overnight, possibly resulting in significant losses on
debt issued by these agencies. Investors are encouraged to be vigilant to determine the extent of
agency debt in their investment portfolios, and decide whether they are comfortable taking bets
on the continuation of U.S. government backing.

Feedback

Thee newddtters are designed to provoke thought and stimulate debate based on red world
chdlenges that we face in our daily lives as we manage invesments for oursdves and for others.
As dways, we gregtly appreciate your comments and feedback. E-mail usanytime &
help@financialcontrollimited.com if you would like &) for usto darify anything, b) to
recommend improvementsto us, or ) to just debate with us — we like philasophy especidly asiit
relatesto financia serviced Or vist our Ste a www.financidcontrollimited.com

This issue of the newdetter was written by Robert Jones and edited by Ben Vdla

2 South ChinaMorning Post, 12 March 2003, page BO.
3
Ibid.
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