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Do Investors Have the Stomach for

Post-Modern Volatility?

Entering the Art Institute of Chicago from Michigan Avenue discount and sell at a premium. But it takes a clear mind and a
and walking eastward, one finds magnificent collections of impres- strong stomach to ride out the kind of stock price motion sickness
sionist and post-impressionist paintings, as well as ancient Egyptian, produced in 2007.
Greek, Etruscan and Roman artifacts, giant galleries of European Experts debate whether current levels of volatility are exception-
masterpieces and rooms full of American decorative arts. Then, ally high, but no one disputes that volatility increased in the second

approaching Columbus Drive, one
finds a true relic: the trading room of

the Chicago Stock Exchange.

When the old stock exchange
building was demolished in 1972,
examples of architect Louis Sullivan’s
stenciled decorations, art glass and
plaster capitals were preserved and
used to reconstruct the trading floor at
the Art Institute. One wonders what
other artifacts of investing may soon
fill museum displays.

Some people believe that regula-
tions enacted after the market crash
and economic collapse of 1929 should
be relegated to museum catalogs as
quaint historical curiosities. Many
post-crash regulations are already
treated as such, and this is one reason
investors must learn to deal with
increasing market volatility.

T00 MUCH OF A GOOD THING?

half of 2007 after years of relative
stability. In November the Chicago
Board Options Exchange’s market-
volatility index soared almost 24%.
The index merely corroborated what
anyone with money in the stock
market KNEW: volatility increased
in 2007.

The stock market is not the same as
“the economy,” although many confuse
the two. The United States’ economy
1s diverse and resilient, and has been
remarkably stable for the last thirty
years or so. The stock market, on the
other hand, has experienced a series of
significant booms and corrections dur-
ing that same period. The media fix-
ates on the stock market because it is
simpler and more dramatic than the
economy. There are winners and losers,
and during ratings sweeps, good guys
and bad guys.

Drawn to the “newsworthy” excitement of stock price fluctua-

Investors love and tend to reward predictable businesses, which is tions, most media outlets dramatize events on Wall Street, further
one reason blue chip stocks are considered blue chip stocks. We unnerving or over-exciting investors. For example, the media rou-
distinguish business predictability from market volatility, and as we tinely label any sizeable financial failure as a “scandal.” Some really
explain in The Entrepreneurial Investor (John Wiley & Sons, 2007), are scandals, but sometimes people merely take very large risks that
we like volatility because it affords opportunities to buy stock at a do not work out; these large-scale failures naturally rattle public
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sentiment. But not all failed investments are scandals or even crises.

Complex systems can experience dramatic unintended conse-
quences from events so mundane the media and the public barely
notice them. One of the most significant contributors to recent
market volatility is an arcane and little reported rule change enacted
last July by the Securities and Exchange Commission. After what
seemed like thorough testing and reasonable debate, the SEC
repealed a rule that placed limits on the practice of short selling
(selling borrowed stock in a bet that the price will drop and one can
then buy the stock for less than the price at which it sold).

Short-sellers are not well loved by long-term investors, in part
because they do not have to show their hand the way other investors
do (through SEC filings), but also because their machinations can
increase others’ losses. Under the old rule’s so-called “tic-test,” short-
sellers were required to wait to sell until the price increased in the
most recent transaction. In other words, short-sellers could only sell
on an up-tic, not a down-tic. Presumably, this prevented short-sellers
from taking an active role in driving a stock price down.

Because of modern technology and increasingly innovative finan-
cial products, the old short-sell rule seemed like a museum piece,
a bit of ephemera that had outlived its usefulness. But as Indiana
Jones might tell you, just because you don’t know what an artifact
does, that doesn’t mean it does nothing. The short-sell rule, just like
most of the post crash regulations, was designed to reduce volatility
in the market place; in this case regulators wished to prevent a
snowball-to-avalanche effect of short-sellers crashing the market.

But as soon as the rule was repealed, vigilant investors noticed
that the market, always a harsh mistress, was now viciously punish-
ing stocks based on the flimsiest of pretenses. By August, bits of
news that previously cost a stock two percent of its value could lop
off eight percent, based not on the value of the company but on the
gamesmanship of the short-sellers. As former Chicago Board
Options Exchange Chairman Gary Lahey told the Wall Street
Journal, “Youre going to get more volatility because it’s easier to
whack a stock.” Other systems and regulations may help avert mar-

ket crashes, but it stands to reason that repealing a rule designed to
reduce volatility will likely lead to increased volatility.

Moreover, as we describe in the introduction to The Entrepreneurial
Investor (John Wiley & Sons, 2007), the large numbers of formula-
driven technical investors and so-called “quant” funds exaggerate
ripples in the market, amplifying the influence of short-sellers’
activities as well.

We agree with Warren Buffett that an investor must make volatil-
ity his or her friend, but do we advocate the repeal of other volatili-
ty-reducing regulations? Frankly, we think the short-sell rule repeal
demonstrates how such changes can have outsized consequences.
Besides, we don't presume to influence how the deck is shuffled;
rather, we advocate a philosophy for how to play the cards one is
dealt. And greater volatility is certainly in the cards.

WHENCE GOVERNANCE?

Ideologues on both sides of the regulation issue get plenty of
press, because controversy sells. Thus, columnists in the Wall Street
Journal regularly decry any form of government regulation as a per-
version of the natural order, which they define as unfettered capital-
ism, cruel and beautiful. Meanwhile, pundits elsewhere decry the
inherent wickedness of wealth and point to financial “scandals” as
evidence that only vigilant government oversight can protect “the
people,” guaranteeing fair dealings and — with enough government
intervention — a Lake Wobegon effect where all the children are
above average.

But commentary is easy; people who actually run businesses and
households understand that human nature requires a middle ground
of liberty and regulation that inhibits malfeasance without crippling
innovation and initiative. Partisans insist on vilifying either “business”
or “government” as enemies of “the people.” In America this is
absurd, because government, business and the people are all the
same thing! Regulations will come and go with political fashions
(and contributions), but for entrepreneurial investors, self-gover-
nance is always in style.

A few years ago, the Supreme Court ruled that

NOVN vs. S&P 500

police are bound only to enforce the law, not pro-
tect individuals. As citizens learned during the
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Last January we offered five resolutions to buffer

an investor from the harsh gyrations of the market,

and in this era of increased volatility, these commit-
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ments hold even greater value:

1. Understand what you own,
2. Follow facts rather than _fads,
3. Prioritize margin of safety,

Source: www.BigCharts.com

NOT FOR THE FAINT-HEARTED?

Noven Pharmaceuticals (NOVN) presents a good example of a company whose
stock price is volatile. Entrepreneurial investors who understand the company's
products, pipeline and margin of safety take advantage of the volatility to repeat-

edly buy at a discount.
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4. Be patient, and
5. Remember the past.

All add up to a strong investing philosophy, but
the last two, patience and a sense of history, provide
the clear head and strong stomach for surviving —
and possibly enjoying — the roller coaster ride of
stock market investing. A
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Remember What We Said Youd Remember?

In January of 2006, the first of our two newsletters on the topic
of Peak Oil carried the headline, “You'll Remember When $3 Per
Gallon Was A Bargain.” Since that time oil prices have occasionally
dipped, but not for long, and gasoline prices have been quick to rise
and slow to ebb. We concluded that whether or not world oil pro-
duction had peaked, supply and demand imbalances would lead to
continuously rising prices. This was less a prediction than a declara-
tion of the obvious.

The November 19, 2007, Wall Street Journal managed to suggest
that Peak Oil theorists were kooks while reporting evidence of a
coming “plateau” in production, brought about by oil company
underinvestment, among other reasons. (The other reasons included
geological difficulties in reaching the oil. For the record, most Peak
Oil theorists concede the existence of massive oil reserves but feel
the human race might benefit from recognizing that the oil supply
is neither infinite nor easily acquired.)

As we write this, editorials in prestigious publications insist that
the world will not tolerate $100 oil and will increase production or
use other means to keep the price below that symbolic threshold.
But the developed world’s standard of living is completely dependent
on oil and like any addict (President Bush’s word, as well as the late
Kurt Vonnegut’s; perhaps the only thing the two ever agreed on),
many believe we’ll pay whatever we must for a fix, and find ways to
take what we cannot afford. The Journal’s “plateau” article suggested
that looming production limits “could set the stage for a period
marked by energy shortages, high prices and bare-knuckled compe-
tition for fuel.” Of course, “bare-knuckled” is a euphemism for bul-
lets, bombs, missiles and slaughtered children.

We still believe rising oil and gasoline prices could be a boon,
making oil exploration and production more economically feasible.
Many small exploration companies have indeed taken advantage
of higher prices to ramp up their activities. Large oil companies
appear content to pocket their profits, but the fact is that it is
extremely difficult for the majors to find projects worth pursuing
these days, and with geopolitical risk and the rising cost of doing

business overseas, the task becomes even harder. Or perhaps they
are in no hurry; a production plateau makes oil in the ground more
valuable over time. What is the best strategy to maximize profits
for their shareholders, and is it not the companies’ responsibility to
pursue such a strategy?

The clash of public policy and fiduciary responsibility may cause
conflict for the oil giants, but rising oil prices and fears of global
warming have produced a remarkable silver lining over the last two
years by inspiring entrepreneurs.

Alternative energy companies are springing up all over the
world, working on wind, biodiesel, solar, geothermal, ethanol,
hydrogen fuel cells, safer nuclear power, cleaner coal plants, and
much more. Far from Detroit we find Silicon Valley’s Tesla Motors
and Aptera, two companies designing and producing electric vehi-
cles that could satisty the daily transportation needs for a huge
number of Americans.

Albert Einstein once said that solving the big problems we now
face cannot be done with the same kind of thinking that got us into
those problems. The oil and car companies will use their wealth and
power to fight competition and squeeze every last bit of profit from
their historical assets, but the strength of capitalism in general and
American capitalism in particular is the role of visionary entrepre-
neurs, who strive to solve problems. As we've said before, the best
answer to high oil prices is high oil prices.

Entrepreneurial vision accelerates change, and all change, even
positive change, causes some regression. We noted earlier that the
market loves and rewards predictability, but significant reductions in
oil availability — whether you call it Peak Oil, a production plateau,
or increasing global competition — could increase volatility in every
corner of the economy. Agriculture, construction, manufacturing,
retailing and transportation: the price of oil reverberates everywhere.
How will this affect the prices of necessities and luxuries? Which
entrepreneurs will benefit if oil reaches $200 per barrel? How will
oil-inspired volatility affect you? Will our children remember when
$10 per gallon was a bargain? A
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PODCAST: To download WCAM'’s Exclusive Outlook podcast, please visit www.wcam.com or itunes.com.

West Coast Asset Management is a private independent money manager serv-
ing individuals, families, trusts of all kinds, & businesses. We pride ourselves on
our focus, commitment, and integrity, but also on our availability. Please don’t
hesitate to call us with any questions or comments.

OUR PHILOSOPHY- West Coast Asset Management's investments are focused in
a small number of companies that we thoroughly understand. In our experience,
this lowers the risk of losing capital and enables each investment selection to
have a meaningful impact on results. We believe the stock market is driven by
fear, greed and conflicted interests, which create exceptional buying opportunities
for vigilant and nimble investors with a long-term horizon. Our experience has
taught us to believe what we see, not what we hear, which is why every invest-
ment decision is based on our own hands-on research. We do not limit our invest-
ments to companies of a specific sector, size or valuation category — we simply
seek the best opportunities to increase wealth and minimize risk. We believe
investing is part art, part science, and all business.
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