
accompanied also by a bitter recession.  This was one 
of the fi rst of a long line of terrible prognostications for 
which he has remarkably not been remembered, except 
by a handful of us amateur historians.  Then in the mid 
seventies he disappeared into some government job, of 
which I was barely aware, until he re-emerged with a bang 
in 1987, without as far as I can fi nd having done anything 
documentably very well.  And we can agree that at least 
occasionally people can indeed prove their effectiveness 
beyond doubt.  This was obviously not the fi rst or last 
time such appointments were made where a job crying 
for proof of character and achievement under pressure is 
awarded more for what you might call political skills. 

This has indeed not been our fi nest hour in the U.S.  Times 
are bad enough, in fact, to make us mourn the American 
leadership skills of WWII and the generosity and foresight 
of the Marshall Plan.  We can all wonder at the incredible 
vision, drive, organizational skill, and willingness to 
sacrifi ce resources that were required by the Manhattan 
Project and compare it to the rudderless or even deliberate 
avoidance of leadership of the greatest issues today:  
climate change and energy security.  We can only wonder 
what a Manhattan Project aimed at alternative energy 
might have accomplished by now, had it been started 15 
years ago.  What we have had in lieu of vision, leadership, 
and backbone is a series of easy paths taken.  

At the time that Paul Volcker broke the back of infl ation in 
the early 1980s, the recognition that risk and leverage had 
consequences was baked into the pie:  if you were to take 
excessive risk you had better win the bet.  If you missed 
the target, the expected result would be more or less total 
failure, and that seemed then and for decades earlier a 
reasonable law of nature.  Now in contrast we get ready 
to celebrate the 20th anniversary of the era of the Great 
Moral Hazard.  Slowly at fi rst, but with steadily growing 
traction, the idea was planted that asset bubbles would 
be tolerated, but consequences of their bursting would be 
moderated or avoided entirely by increasingly vigorous 
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It’s not that the former Fed boss Greenspan was incompetent 
that is remarkable.  Incompetence is common enough after 
all, even in important jobs.  What’s remarkable is that so 
many people don’t seem, even now, to get it.  Do people 
just believe high-quality self-justifying blarney?  Or is 
it just that they apparently want to believe that critical 
jobs in a great country attract great talent by divine right.  
Sometimes, of course, they do, but sometimes the most 
important jobs – even that of a presidency or a Fed boss 
– end up with mediocrities.  Let us pause here to regret 
the absence of Mr. Volcker and wonder what a parallel 
Volcker universe would have been like.  Just as we can 
wonder how much a few votes in Florida or a vote in the 
Supreme Court would have changed our world from what 
it is today.  

Paul Volcker inherited about as big a mess as we have 
today.  He worked out what he had to do and did it with 
unusual lack of concern about what Congress thought of 
the necessary pain involved and the number of enemies 
he might make.  He paid the price for forthright behavior 
by being replaced, despite a record for correct and tough 
behavior that makes for the most invidious comparison 
today.  When Volcker was replaced, by the way, he did not 
moan and groan but like an old soldier quietly disappeared. 
There were no high-profi le announcements about the 
economy or any $300,000-an-evening appearances paid 
for by fi nancial fi rms.

Greenspan came onto my radar screen in the late sixties as 
a seller of economic and fi nancial advice to the investment 
industry.  To be brutally honest, he was considered run of 
the mill by anyone I knew then or have met later who 
knew his service then.  His high point in most memories, 
certainly mine, was a famous call in January 1973 that, “it 
is rare that you can be as unqualifi edly bullish as you now 
can,” a few days before a market decline of over 60% in 
real terms, second only to the Great Crash in a century, 



2GMO Quarterly Letter – April 2008

actions sometimes, like now, bordering on the hysterical.  
This is to say that if all went well, enormous profi ts could 
be made by speculators – largely the great fi nancial fi rms, 
including some formerly conservative blue chip banks 
– by riding and leveraging the bubbles. If all went badly, 
then the costs would be passed on to others. 

The idea that occasional economic setbacks might benefi t 
the system in the long run was one of the early ideas to 
disappear.  Yet if you prop up weak sisters who would 
otherwise fail and in failing present their more effi cient 
competitors with extra growth, you must surely weaken the 
system.  Desperation pricing from weak fi rms who simply 
should not exist can weaken the profi tability of a whole 
industry, as it has for the airlines.  The average effi ciency 
of most industries is reduced with at least some effects on 
our global competitiveness.  With a slightly lower average 
return on equity, the ability to reinvest drops so that, in 
this world of moral hazard where recessions are few and 
mild, GDP growth is a little less than it might have been.

What’s worse, those who took on unjustifi ed risk live 
to prosper and reinforce the existing agency problems.  
These problems were big enough already:  stock options, 
for example, that encouraged risks by rewarding upside 
success and not punishing failure.  If you win, you take 
some of the shareholders’ company, and if you lose, you 
lose nothing.  In fact, if you lose, you rewrite your options at 
depressed or crisis prices, just as some fi nancial companies 
are doing as we write.  Similarly some hedge funds and 
private equity fi rms can take a level of leverage that might 
guarantee failure in the long run but with asymmetrical 
returns they pocket gains and sidestep the worst impacts 
of a potential terminal loss.  To maintain a healthy respect 
for risk taking, it is surely necessary to punish egregious 
over-reaching or spectacular misjudgment with the 
spectacular penalties they deserve and used to get but get 
no longer.  Bear Stearns and others leveraged 20, 30, and 
40 times.  They simply took too much risk and were too 
illiquid.  They were disasters waiting to happen when a 
bump in the road was hit.  Bear Stearns, ironically, was 
famous for its risk aversion in the good old days.  Their 
recent excesses were typical of the Ponzi phase, the end 
of Minsky’s speculative cycle where everyone is seduced 
into dancing to the bitter end.  And the management had a 
great fi nancial incentive – their take is about half of total 
profi ts – to take excessive risks.  Such extreme leverage 
may be fi ne if you get away with it, but of course failure 
should have very painful consequences or the leverage will 
be 50 times next time.  But this time the Fed volunteered 

to transfer the pain from ineffably rich bankers to the 
taxpayers.  No wonder Volcker could hardly control his 
disgust last week:  “The Federal Reserve has judged it 
necessary to take actions that extend to the very edge of 
its lawful and implied powers [spit], transcending in the 
process certain long embedded Central Banking principles 
and practices.” (Hawk and spit!)

The defense of bailouts is that the alternative is ugly.  
But surely the penalties for excessive risk taking, issuing 
fl aky paper, passing it on – often in its entirety – to others, 
and not even understanding the consequences of the low 
grade paper that you yourself issue should be ugly.  “Yes, 
of course, we would like to punish the excessive risk 
takers” goes the line, but we can’t do it without hurting 
the innocent economy.  But we will never know what 
can be absorbed if the penalties are always removed by a 
bailout.  In more traditional times, say, from 1945 to 1985, 
the economy could absorb substantial punishment from 
recessions and still grow faster than it has done in the last 
10 years.  So in a crisis à la Bear Stearns we now transfer 
pain from risk takers to innocent tax payers.  Worse, even 
the routine treatment for the bubble breaking disease does 
the same.  By raising the slope of the yield curve, the Fed 
deliberately benefi ts its bankers and hedge funds that 
borrow short and invest long and punishes pensioners and 
others who are trying to make a safe but still reasonable 
return at the short end.  

Yes, this is a real credit crisis, substantially the worst since 
the Depression, so it now invites unusual responses, and 
what we have is a series of harried and hasty responses, 
perhaps even panicky, but we can at least understand the 
urgency.  The real incompetence here goes back over 20 
years:  the refusal to deal with investment bubbles as 
they form, combined with willingness, even eagerness, to 
rush to the rescue as they break.  It’s almost as if neither 
Greenspan nor Bernanke allows himself to see the bubbles.  
Greenspan was always confl icted and contradictory about 
whether bubbles could even exist or not.  Bernanke, in 
contrast, has more of the typical academic’s certainty 
that the established belief in market effi ciency is correct 
and therefore investment bubbles must be merely the 
product of investors’ overheated imaginations.  It would 
be convenient to have such an important role as Fed 
Chairman fi lled by someone who actually deals with the 
real world, messy or not, that is given to inconvenient 
bursts of euphoria and riddled by considerations of career 
and business risk, which modify behavior far away from 
economic effi ciency.
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Back in the real world, major asset bubbles are easy to 
see.  They are nearly impossible to miss, in fact.  But we 
travel in a world with a systemic bias to optimism that 
typically chooses to avoid the topic of the impending 
bursting of investment bubbles.  Collectively this is done 
for career or business reasons.  As discussed many times 
in the investment business, pessimism or realism in the 
face of probable trouble is just plain bad for business and 
bad for careers.  What I am only slowly realizing, though, 
is how similar the career risk appears to be for the Fed.  It 
doesn’t want to move against bubbles because Congress 
and business do not like it and show their dislike in 
unmistakable terms.  Even Fed chairmen get bullied and 
have their faces slapped if they stick to their guns, which 
will, not surprisingly, be rare since everyone values his 
career or does not want to be replaced à la Volcker.  So, be 
as optimistic as possible, be nice to everyone, bail everyone 
out, and hope for the best.  If all goes well after all, you 
will have a lot of grateful bailees who will happily hire 
you for $300,000 a pop.  By the way, that such payments 
to prior Fed offi cials are in themselves a moral hazard 
and an obvious confl ict of interest that could moderate 
their prior behavior, is apparently too crude an accusation 
even to have surfaced yet.  Well it should surface.  Selling 
services to fi nancial interests whose fates have been in 
your hands should simply not be tolerated as acceptable 
or ethical behavior by a former Fed Chairman.

Time Out for Some More on the Presidential Cycle

Over the last few years we have added quarterly letter by 
quarterly letter to what we have learned or suspect about 
the Presidential Cycle in the stock market.  We found out 
that changes in employment in years three and four appear 
to have the most effect on votes, which would suggest big 
problems for the Republicans this time.  We found that 
it is hard to fi nd factors in the fi nancial system such as 
money supply or interest rate changes that are big enough 
to cause the observed market effect.  We concluded that it 
is likely that it is the whole fi nancial package topped off 
and dominated by moral hazard that is the key factor:  the 
unspoken promise is that if you speculate in years three 
and four and things go badly you are likely to receive help 
because the Administration and its typically co-operative 
Fed hate things to go badly wrong as the election nears.  
(Don’t judge Fed co-operation by what is said, by the way, 
but by the strength of the market effect.)  In contrast, in 
years one or two, when fi nancial conditions are typically 
tightened, if you speculate and lose you will typically 
be left on your own to rue the errors of your ways.  We 

found that the year three stimulus effect since 1932 is so 
profound (plus 22% real return for the S&P 500) with no 
year worse than -2%, that it could not be luck at the 1 in 
10,000 level.  Years one and two, in remarkable contrast, 
return an average of less than 1% real.  Well to update 
the story, it turns out that up to 1970 the market followed 
the general battle plan of two tough fi rst years and two 
friendly second years almost three-quarters of the time.  
Sadly, nothing in markets is completely dependable.  The 
other weekend, though, I was staring at the output for the 
1970 through 2007 period and I saw that it played ball 28 
times and “failed” 10 times.  Not too bad.  And then I saw 
it.  Five of the 10 “failures” came during one man’s 8-year 
tenure, someone apparently who just refused to play the 
game and the only Fed boss since 1932 to have a failing 
grade.  Of course there is no prize for guessing who the 
culprit was:  Paul Volcker, of course!  He so obviously 
had no interest in playing ball with the administration on 
re-election stimulus that replacing him must have been 
appealing.  But what of the other fi ve “failures?”  Two 
came in 1997 and 1998, hard on the heels of Greenspan’s 
vision that the market might be showing “irrational 
exuberance” late in 1996, and with his face still stinging 
from a few Senatorial slaps.  Encouraged to be a perma-
bull, he critically forgot to show a little constraint and 
dampen the market’s animal spirits a little in the fi rst two 
years of the cycle to buy some space for later stimulus.  
Quite the reverse, he became, if anything, a tout for the 
new internet world order of higher productivity, higher 
profi t margins, and higher P/Es.  He encouraged two run-
away strong years.  These were the best back to back years 
one and two of the Presidential Cycle since the post-war 
recovery’s 1948 and 1949, and only the second since 1932.  
Come 1999, he was in the critical year three of the election 
cycle when the Fed almost always stimulates.  What was 
the poor man supposed to do?  The problem is that a typical 
year three does not get the slingshot head start that 1999 
had.  It accelerated into deep space with the NASDAQ 
index blowing off by 60% in the last 6 months of 1999.

The trouble with markets is that if you let them get 
totally out of control, they will likely burst at the most 
inconvenient of times.  That is precisely what happened 
in 2000, the third of our fi ve “failures.”  The election year 
is when above all you want no rocking of the boat, and 
usually don’t have any.  It is usually treated with great 
care, but not this time.  With internet stocks selling at 
large P/Es of unfortunately huge negative earnings and 
the whole NASDAQ at 65 times earnings, things just 
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began to pop of their own weight in February and March 
and nothing that anybody could have done would have 
been likely to stop it.  The S&P blue chips fought a noble 
rearguard action, peaking in October, but the rot had set 
in and the year was down with spectacular declines in 
the internet and tech favorites.  It is not that I question 
Greenspan’s willingness to please the administration, 
which was of course immense, just his effectiveness 
in doing it.  By being over-eager to please, he overdid 
it.  In a dead heat election, it is not hard to imagine that 
Greenspan’s miscalculation cost the Democrats the 
election.  Even a fraction of 1% of the voters disgruntled 
by stock losses pushed into voting against the incumbent 
party would have been more than enough to change the 
outcome.  If it did move a few votes, shall we say it was 
not without consequences?

That leaves two more “failures” to account for.  Skipping 
a perfect four for four Presidential Cycles (2001 to 2004), 
we then arrive at 2005 and 2006, the fi rst two years of the 
current cycle.  Totally undeterred by previous experience, 
Greenspan over-stimulates years one and two again.  So 
eager to please that, like Ado Annie from Oklahoma, he 
just “cain’t say no.”  But this time it was not just the stock 
market that was unusually strong.  More importantly, the 
housing market should have met with the Fed’s package 
of constraints in 2005 and 2006.  And housing bubbles 
are both much rarer and more dangerous than stock 
bubbles for they affect more people.  And this time, with 
a far greater percentage of total housing wealth borrowed 
(over 50%) and on much less credit-worthy terms, it was 
very much more dangerous than normal.  The quality of 
mortgages should have been queried.  The soundness of 
the repackaging of mortgages should have been publicly 
discussed and constrained.  Off balance sheet fi nancing 
by commercial banking should have been discussed 
and curtailed.  All of this is in the Fed’s job description, 
which is more than could be said for touting the new era 
of the internet back in the late 1990s or the virtues of 
the new mortgage instruments in the 2000s as Greenspan 
did.  And what did Greenspan do this time?  Absolutely 
nothing except to protest that there was only just a little 
fi zz here and there in the housing market in late 2006.  
More recently he was quoted on television as saying that 
“the housing boom will soon simmer down.”  As Churchill 
might have said, “Some simmer!”  (And by the way, does 
this mean he can see “booms” but never “bubbles?”)  His 
successor, Bernanke, as I never tire of saying, proved 
what a tough and different successor he would be by 
saying in late 2006, “The housing market merely refl ects 

a strong U.S. economy.”  Perhaps it was this promise of 
continuity that got him hired!  (Following the wrong 
policy might be semi-defensible, but failure to analyze 
obvious data suggests incompetence or extraordinary 
faith in effi ciency to the point of denial.  Take your pick.)  
But back to the main plot:  come 2007 we are back to the 
stimulate-at-all-cost year three.  And let’s all agree that 
as usual that is precisely what happened despite warning 
bells going off all over that an over-stimulated major asset 
class was going “hyperbolic” again.  Well 2008 could be 
said to be the year of Santayana:  we ignored history and 
we were condemned to repeat it.  The critical election 
year arrived again as an asset class that had been pushed 
too far and too fast did its usual, inconvenient thing 
and started to implode.  In all likelihood nothing that 
has been done would have stopped this housing bubble 
from defl ating fully.  It had all gone too far and been left 
too late.  Similarly in 2001 and 2002, the then greatest 
stimulus package in American history of interest rate 
cuts and tax cuts could not stop the complete implosion of 
the internet and the NASDAQ.  So in 2000, a Democratic 
administration had its chances critically hurt and now 
a Republican administration gets a dose of the same 
medicine.  Well at least these guys are even-handed!  It 
might be an improvement, though, to either learn how to 
play the re-election stimulus game effectively and safely 
in the time-honored way or, better yet, to ignore it entirely 
à la Volcker and run a tight ship.

But it is not just that the Fed of recent years has lost the 
plot.  They apparently don’t know it.  Greenspan’s book 
and, even more disgraceful, articles in the Financial 
Times (and that’s a very high hurdle!), sidestep all blame 
and admit few errors.  His article described housing “as 
an accident waiting to happen.”  Actually it’s brilliant 
when you think about it:  take a distant, almost academic 
tone and perhaps people will ignore the facts that:  
fi rst, you allowed the situation to develop; second, did 
not apparently see it forming (despite 2½ to 3 standard 
deviation data for housing that suggested a 1 in 80-year 
event); and third, obliquely or directly blame others.  It 
really is shameful!

Back to the Point:  
It Really Is the Asset Bubbles, Stupid(s)

Long-term economic growth involves labor availability, 
quality of education, technological change, and capital 
investment, none of which the Fed has any control over, 
unless it is in slightly lowering effi ciency and growth 
through an extreme aversion to recessions.  The role of 
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the Fed in infl uencing this critical factor of growth and 
hence employment is thus greatly exaggerated.  Why 
indeed should we expect attempts at centralized control 
– shades of Soviet 5-year plans, as Jim Grant would say 
– to be effective?  Infl ation obviously can be strongly 
infl uenced by the Fed but, even there, external infl uences 
like commodity price surges are in the short term at least 
totally uncontrollable.  More to the point, infl ation itself, 
although undesirable and destabilizing, is not as important 
a long-term factor as we like to think for there is no 
easily proven correlation between infl ation and economic 
success.  Italy rocketed past England from 1945 to 1985 
with much higher infl ation, for example.  

Bubbles bursting in major asset classes are a completely 
different story.  They are extremely dangerous and, 
ironically, they really are substantially controllable by the 
Fed.  If major asset classes are allowed to bubble away 
without moving to moderate them, we will all have to 
deal with the consequences of an excessive number of 
major asset bubbles breaking.  An increasing number 
of us believe that nothing is a greater threat than this to 
fi nancial and economic stability.  Six years ago as we 
reeled from round one of this twin bubble show, I wrote 
in “Feet of Clay” a diatribe against Greenspan’s behavior 
then (attached to this letter on our website); “If everything 
goes right (as a bubble breaks) there will always be lots 
of pain.  If anything is done wrong there will be even 
more.  It is increasingly impressive and surprising how 
much we have done wrong this time!  The stability of the 
U.S. economy can only be protected against the very real 
dangers of (an asset pricing) bubble breaking by the Fed 
and its Chairman being willing at rare intervals to take 
some political risk.”  It’s a pity that nothing has changed 
in six years.

Looking back at the evidence (strong circumstantial 
evidence is all you can often get in economics), we can see 
that the two great economic setbacks of the 20th Century 
– the 1929-34 Depression and the rolling depression in 
Japan since 1989 – were both preceded by major asset 
bubbles and speculation.  Milton Friedman and his troops 
can maintain that this suggested relationship between 
bubbles and troubles is nonsense and that all that was 
needed was good monetary policy.  My response is that 
this view represents a touching faith in economic and 
fi nancial theory of which tricky humans make a mockery.  
I am a Minsky man myself. I believe that occasional 
fi nancial crises are inevitable and that they are almost 
always preceded by extreme speculation.  Even the other 

two important U.S. equity bubbles of the 20th Century, 
by the way – the 1965-72 Nifty Fifty and the 2000 Tech 
bubble – were both followed by tough and unsettled times.  
The break of the Nifty Fifty in 1972 led to what is still the 
worst recession since the Depression and was followed 
by a miserable decade.  In contrast, the unraveling of the 
2000 bubble is a tale still being told.

It is very important, perhaps even vital, to our fi nancial 
and economic well-being that the Fed recognizes a 
responsibility to move against the formation of major asset 
class bubbles.  Exhibits 1, 2, and 3 review the three most 
important bubbles.  Look at them!  They each announced 
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their presence unequivocally, breaking well through the 
two-standard-deviation (40-year events) that we deem 
to be a reasonable threshold for worrying about bubbles.  
The Fed’s persistent denials of its ability to see the two in 
America refl ects one of two possible causes.  One would 
be a blinkered academic view over-infl uenced by neat 
and tidy economic theories aimed at a reasonable world 
rather than the real one:  fi rst, the world of The Effi cient 
Market Hypothesis of French, Fama, Malkiel, and others 
(but not, of course, Modigliani); and second, the fantasy 
world described by Andrew Smithers as The Effi cient 
Central Banker Hypothesis where steady increases in 
money supply à la Friedman are believed to be able to 
protect us from all evils, including the madness of crowds.  
This academic faith in effi ciency seems to apply more 
to Bernanke than Greenspan, since Greenspan oscillated 
between believing in extreme effi ciency (who am I to 
disagree with thousands of informed investors) and talking 
about “spectacular speculation” and “booms.”  The second 
alternative is that moving to contain asset bubbles that the 
Fed might see appearing is so guaranteed to face broad 
resistance that it poses career risk as well as lovability 
issues.  This seems to apply more to Greenspan, but both 
reasons probably apply in some degree to both of them.

The saddest part of this story is of wasted opportunity.  
Our research into the Presidential Cycle effect in the 
market has led us to realize that jaw-boning and moral 
hazard are the largest part of this very strong market 
effect, not actual changes in money supply or rates.  It is 
fairly clear that had Greenspan moved against the growing 
bubble in growth stocks in 1997 and 1998, he could have 
knocked 20% or 30% off the fi nal bubble price and had a 
correspondingly smaller fallback in the bear market.  This 
in turn would have lowered the need for 3 years of negative 
rates (2½ of them after the recovery had started!) and 
thereby moderated the ensuing housing bubble.  The tools 
needed to cool the markets were readily at hand despite 
protestations to the contrary.  The fi rst action needed was 
a statement delivered with Volcker-like resolve that the 
Fed intended to discourage bubble pricing, and that where 
necessary it would increase rates and margin requirements 
(the latter of which Greenspan suggested in the minutes in 
1996 had the power to check equity bubbles).  Even more 
to the point, the Fed should have made it clear that there 
was to be at least a temporary removal of moral hazard:  
that anyone hurt in any ensuing crash would receive no 
help and that in general the punch bowl would be removed 
until a more normal market returned.  For those who ask 
on the Fed’s behalf “precisely at what level is there a 

bubble?” I would refer them back to the exhibits on page 
5, and ask them, for heaven’s sake, to use their judgment 
as they are paid to do, and take some risk of being wrong.  
The alternative is what we have:  declining fi duciary 
standards and chain-linked bubbles.  This is the point at 
which I wonder why on earth we appoint a particularly 
academic economist to follow a lightweight commercial 
economist when an experienced banking background 
would be more relevant.  Would a banker, with even a 
hint of John Pierpont Morgan in him, have allowed such 
a sad deterioration of credit and banking standards?   But 
let me end this section with Greenspan’s repentance:  “I 
have no regrets on any of the Federal Reserve’s policies 
that we initiated back then.”1   What can you say to that?  
Chutzpah that even Paul Bremer would have to admire!

What’s Been Happening in the Markets?

In fi xed income the credit crisis was, not surprisingly, 
treated as a very serious event with an extreme widening 
of credit spreads.  By March, just before the Bear Stearns 
“bailout,” many credit spreads had fl ashed through normal 
and several were so ridiculously wide that in our asset 
allocation group we were beginning to play the recovery.  
In a semi freeze-up of credit this is not a surprising 
outcome.  What makes life diffi cult now, though, is that 
some credit spreads may be attractive but others still do 
not refl ect likely future problems.  In short, you have to 
be expert in the details and, regrettably, the easy pickings, 
when broad themes that are suffi cient to win on their own 
are fi nished.  

Equities, though, are the Mr. Hyde to fi xed income’s Dr. 
Jekyll.  Where poor Dr. Jekyll sees drawn out problems, 
Mr. Hyde sees opportunities and quick recoveries.  The 
animal spirits of the stock market have been nurtured by 
strong fundamentals and generous credit globally and 
fertilized by increasing quantities of moral hazard since 
1982.  Stocks refuse to worry that this is indeed the end of 
an era, as we believe, and apparently as much of the fi xed 
income market believes.

Look at the amazing earnings estimates for the S&P 500!  
On January 1 the fi rst quarter estimate was +12%.  It is now 
-8%.  Was the credit crisis still hiding on January 1?  Even 
now the forecast for this year is +15%.  Plus 15%!  What is 
going on?  With denial skills of this magnitude it is surely 
not a surprise that subtleties within the equity market such 
as quality versus junk have been misjudged.  But in the end 

1 Los Angeles Times, April 2008
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reality usually wins out and the outlook for the riskier end 
of U.S. stocks is ugly indeed.  They are vulnerable on three 
fronts.  First, a credit crisis: on corporate accounting there 
is no vulnerability in the highest quartile of quality and 
little in the next half.  All the vulnerability is concentrated 
in the bottom quartile by quality.  These lower quality 
companies have used increased leverage and some are 
very vulnerable, although the largest vulnerability of all is 
in smaller companies below the S&P 500.  Second, profi t 
margins:  the profi tability of smaller and more marginal 
companies ebbs and fl ows relative to the S&P on a multi-
year cycle.  When you have a long, drawn out economic 
cycle, particularly one characterized by a sustained series 
of pleasant surprises like this one, capacity will be tighter 
and secondary suppliers, the more marginal companies, 
will especially thrive. (For four consecutive years, 
global GDP growth was a pleasant surprise every quarter 
compared with year-earlier consensus estimates, until 
rudely interrupted in the third quarter last year.  Since then 
estimates for both U.S. GDP growth and global growth have 
dropped each month.)  The third vulnerability is in price/
earnings ratios.  As discussed in earlier letters, the market 
has never gotten the need to normalize for good times.  
Periods of above average margin should be expected to 
have below average P/E, but not a whisper of this is to be 
heard.  The correlation between margins and P/E is +.32.  
It doesn’t even have the right sign.  And this has been a 
classic case where secondary, low-quality companies that 
have fundamentally thrived in this extended boom ended 
up with both peak margins and a premium P/E.  Because 
of this past favorable set of circumstances, the low-quality 
companies are exposed to a triple threat:  their absolute 
and relative margins decline; their P/Es fall relative to 
the market, multiplying their pain; and they are far more 
exposed than average to a severe credit crisis.  On our 7-
year data, there is a 9.5% a year spread in anticipated total 
return between high- and low-quality companies.  If done 
in a hedge fund format, 100% long quality stocks and 
100% short low-quality stocks, it would on our estimates 
deliver 9.5% over a T-bill.  T plus 9.5% is likely to look 
handsome in the next 7 years.  Although precisely how 
accurate our 7-year forecast is will be another question 
and one that certainly comes without any guarantees! 

Yet another demonstration of the extraordinary resilience 
(or denial) in U.S. equity markets is shown in their 
outperformance of foreign equity markets.  Many local 
economies are hanging tough, and not just in emerging 
countries.  Germany and France for two are both looking 
resilient, at least for now.  But they all have serious stock 

market concerns about U.S. economic weakness and 
the U.S. credit crisis.  On worries over U.S. problems, 
their markets have declined more than ours has, although 
our market sits at the very heart of the problem.  Quite 
remarkable!

First Quarter Performance

Despite a sensational opening week for our relative 
performance, the Fed’s waves of intervention neutralized 
our U.S. equity performance with the U.S. Quality 
Strategy ahead by 75 basis points after being up 4.5% 
in early January and the U.S. Core Strategy being down 
just over a point relatively.  International Active was 
down a little to EAFE, and International Intrinsic Value 
and International Disciplined Equity were both up a 
little.  The Emerging Markets Strategy was down 91 basis 
points.  Risk aversion has still not taken hold in global 
equity markets.  GMO fi xed income strategies continued 
to do poorly and, overall, asset allocation strategies were 
a little ahead.  Our hedge strategies were our bright spot 
for once, with Multi-Strategy up 5.4% absolute where the 
average competitor was down.  A considerable amount of 
this was earned early in the year from being short risk 
in fi xed income, with the Completion Strategy up nearly 
24%.  Now if only the equity markets would get the same 
point!

Recommendations

Look through the fi xed income rubble to fi nd some 
nuggets, if you have the skill set.  Otherwise avoid risk, 
particularly within the U.S. market where low-quality 
stocks have defi ed the laws of gravity and relative to high-
quality stocks look an even better short sale than 6 months 
ago.  Unfortunately, government bonds globally are now 
badly over-priced as they become sought after as havens 
in bad times.

To us, these seem to the best bets for the next year, in 
rough order.  Short UK real estate – it is much more 
overpriced than the U.S. market was and is just turning 
down.  Sadly, it is very diffi cult for most of us to play.  
Short the GBP – it is slightly overpriced on purchasing 
parity, but extremely vulnerable to many factors that have 
gone wrong in the U.S. market, but not yet to the same 
degree in the UK, like the decline in house prices, trouble 
with high consumer debt levels, high dependence on the 
fi nancial world, and large internal and external defi cits.  
In general the UK looks to be in big trouble.  Land in 
emerging countries is also generally attractive but that’s 
a long story, best left for next time.  Otherwise, though, 
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just take a deep breath, hunker down with cash, and live 
to fi ght another day.  It’s a diffi cult task for most of us 
who easily get ants in our pants.  Since I still believe that 
the U.S. market will not bottom for some time – 2010 still 
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looks good – we must be prepared for plenty of rallies to 
fi ll in the time.  High animal spirits, fortifi ed for so long 
by good times and moral hazard, will not give ground 
easily.

 


