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It's Always Different This Time

Here we go again. With just two short years since the last global crisis, we are
potentially confronted with yet another one. Though this time the problem was not
generated in the US, with our ever interconnected world does it really matter where
the problems originate?

Similarly to Bear Stearns two years ago, Greece was initially perceived as a small
problem. It has since evolved and spread like a financial cancer into other parts of
the financial system. All the while we are assured by the European authorities,
plagiarizing the previous stance of their American counterparts, that the problems
are containable. What is interesting about these two events is just how similar the
unfolding of the crisis has been. From the abrupt surprise, to the escalating
government responses, to the stock market’s initial acceptance of Europe’s issues,
we are seeing quite a few parallels.

So if the script unfolds like the previous crisis, the next response will be a unified
global plan that will shore up and create credit facilities for troubled debt burdened
countries. This time the problems are not as easy to resolve as propping up the
banking system within one country. Instead of individuals and banks, we have entire
countries taking on more debt than they can support. If we had endless discussion
within our country about supporting our own citizens and institutions, can you
imagine the kind of debate that will ensue as cash strapped and fiscally stressed
countries decide on whether to support other more fiscally irresponsible countries?

So Why Does The Market Suddenly Care?

This issue has been festering since last March, and in our last quarterly letter and
special bulletin written in early May, we played out why the debt strapped PIIGS
(Portugal, Ireland Italy, Greece, and Spain) are a principal cause of the market's
volatility. We should not assume that the market immediately identifies all of the
issues and implications involved when there is a major shift in confidence. We like
to think of the market as a reflector of every investor’s collective perception of the
future, not a mechanism to show today’s conditions. So why is it that the market is
going down when all of the economic data has been so positive? For the same
reason that the market was blossoming a year ago with bleak news all around;
investors are looking forward and seeing a shift in direction.

Many economists say this decline is unjustified given the current economic
environment. They might be right, but economists are usually very good at telling us
what has happened but not particularly prescient when telling us what will happen.
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Regardless of who turns out to be right, for now, investors are adjusting their
perspective and horizon about the future. Currently, there is a litany of issues being
digested by the market:

e Massive indebtedness by many countries that will lead to reduced spending
and higher taxes by governments. This will invariably lead to lower benefits,
higher taxes and lower growth around the globe.

e The potential collapse of the Euro as a viable unifying currency for the Euro
zone. This would significantly increase the cost of trade around the world
(like a tax) and shift the flow of money to different reserve currencies
(witness the incredible run in the dollar and the Yen).

e China putting on the brakes to reign in rampant growth and a potential real
estate bubble. If they succeed, the massive consumption engine that has
driven world growth will slow.

¢ Animpending tax increase in the US, accompanied by many individual states
cutting back on benefits at a level unseen for several decades (see the first
bullet above).

What Is An Investor To Do?

First and foremost, do not panic. No good decision is made in the fog of emotions.
Remember, historically the market delivers 10% setbacks on average every twelve
months, 20% declines every few years, and once in a while we experience more
unruly bear markets. We mentioned in our last newsletter that we are probably in a
time of very uncomfortable declines and amazing advances. When that is true (as it
was in the late 1960's and 70’s), having the right discipline and strategy is of
utmost importance. Not getting sucked into emotional responses is an important
key to survival.

A second survival strategy is to make sure you have a plan that includes potential
setbacks as part of your analysis. At United Capital,
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