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Reaping the Whirlwind?

Jeremy Grantham

The time to blame should be past, or at least in abeyance
until the crisis is past, but I find it impossible to avoid it
completely. Sorry. In any case, just to set the scene, it is
necessary to review briefly the poisonous wind that we
all sowed.

1. We had an extended period of excess increase in
money supply, loan growth, leverage, and below
normal interest rates.

2. This combined with a remarkably lucky global
economic environment that we described as “near
perfect” to produce a bubble in asset classes, as such
a combination has done without exception according
to our research. Since all these factors were global,
the combination produced what we have called “the
first truly global bubble” in all assets everywhere with
only a few modest exceptions.

3. While these asset bubbles were inflating, facilitated
by easy money, the authorities — the Fed, the SEC,
the Treasury, and Congress — rather than tightening
existing regulations, partially dismantled them. They
freed commercial bankswhile further reducing controls
on investment banks, allowing leverage to take wing.
More recently they almost gratuitously, without being
pressured, removed the uptick rule for shorting. And
this is just a sample. Simultaneously, attempts in
some quarters to address growing risks were beaten
back or diluted by Democrats and Republicans alike.
Examples here include early efforts to rein in stock
options and the attempt to add controls to Fannie and
Freddie. (I’m biting my lip not to name names.) Worse
yet, the regulating authorities appeared to encourage
the worst excesses by admiring the ingenuity of new
financial instruments (okay, that was Greenspan), and
by repeating their belief that no bubbles existed (or
perhaps could ever exist) and that housing at the peak
“merely reflected a strong U.S. economy.” Finally,

1 “For they sow the wind, and they reap the whirlwind.” Hosea 8:7

as the bubbles inevitably began to break, all was said
to be contained and the economy was claimed to be
strong.

The combination of favorable conditions and
irrationally exuberant encouragement from the
authorities produced an even more poisonous
bubble — that in risk-taking itself. Everybody, and I
mean everybody, got the point that risk-taking was
asymmetrical and reached to take more risk. The
asymmetry here was that if things worked out badly
they would help you out (this sounds very familiar!),
but if all went well you were on your own, poor thing.
Ah, the joys of pure capitalism!

In this regard, some deadly groundwork had been
laid by the concept of rational expectations, or market
efficiency. Thisargued that we were all far too sensible
for major bubbles to appear. This is a convenient
theory for mathematical treatment, but obviously
totally unconnected to the real world of greed and
fear. It dangerously encourages the belief that if you
take more risk you will automatically receive more
reward. That condition might often, even usually,
be the case because in normal quiet markets a rough
approximation of that relationship is usually priced
into the markets. But in wildly-behaving markets
where risk is mispriced, it is not true. From June 2006
to June 2007 on our seven-year data, investors lulled
by these beliefs and the conditions of the market
were actually paying to take risks for the first time in
history.

Just as all bubbles have broken, these bubbles did.
Far from being a surprise, the bubbles breaking were
absolutely not outlier events, contrary to protestations.
The bubbles forming in 1998 and 1999 and in 2003
through 2007 were the outlier events. The U.S.
housing market, which was a clear bubble with prices
at least 30% above a previous very stable trend, is
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well on its way back to normal, and equities and risk-
taking may well have made it all the way back.

The stresses on the financial and economic world
of these bubbles breaking was always going to be
great. To repeat a comment | made 18 months ago,
“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!”

By far, the biggest failing of our system has been its
unwillingness to deal with important asset bubbles as
they form (see last quarter’s Letter). | started a long
diatribe on this topic in 1998 and 1999 and reviewed
it in Feet of Clay (2002), which is aimed at my arch
villain, Alan Greenspan. With the housing bubble
even more dangerous to mess with than equities,
Bernanke joined my rogues’ gallery. If we change
our policy and move gently but early to moderate
bubbles, this crisis need never be repeated. There
are signs that the previously intractable authorities
are reconsidering their bone-headed position on this
topic. If they change, all this pain will not have been
totally in vain. (See Part 2 of this Letter, titled “Silver
Linings,” in two weeks or s0.)

The icing on the cake as far as the bust is concerned
has been provided by Buffett’s “financial weapons of
mass destruction” — the new sliced and diced packages
of loan material so complicated that, shall we say,
few understood them. The uncertainties and doubts
generated by their complexities were impressive. Trust
and confidence are the keys to our elaborate financial
structure, which is ultimately faith-based. The current
hugely increased doubt is a potential lethal blow to
the system and must be addressed at any cost as fast
as possible. Concern about moral hazard is secondary
and must be put into abeyance for the time being. Wall
Street leaders are in any case now fully scared and are
likely to stay that way for a few years!

To avoid the development of crises, you need a
plentiful supply of foresight, imagination, and
competence. Afew quartersago | likened our financial
system to an elaborate suspension bridge, hopefully
built with some good, old-fashioned Victorian over-
engineering. Well, it wasn’t over-engineered! It was
built to do just fine under favorable conditions. Now

with hurricanes blowing, the Corps of Engineers, as
it were, are working around the clock to prop up a
suspiciously jerry-built edifice. When a crisis occurs,
you need competence and courage to deal with it.
The bitterest disappointment of this crisis has been
how completely the build-up of the bubbles in asset
prices and risk-taking was rationalized and ignored
by the authorities, especially the formerly esteemed
Chairman of the Fed.

Where Was Our Leadership?

This brings us to ask the question: Why did our leaders
encourage the deregulation, encourage the leveraging
and risk-taking, and completely miss or dismiss the
growing signs of trouble and what we described as the
“near certainties” of bubbles breaking? Well, | have two
theories. The first is our old chestnut and is related to my
current stump speech, which is called “Career Risk and
Bubbles Breaking: the Only Things that Matter.” Career
risk is why CEOs, entrusted with our money, were still
dancing late into the game. So late that the clock had
already struck midnight and they had already turned back
into pumpkins or rats, but just didn’t know it. It’s what
I call the Goldman Sachs Effect: Goldman increased its
leverage and its profit margins shot into the stratosphere.
Eager to keep up, other banks, with less talent and energy
than Goldman, copied them with ultimately disastrous
consequences. And woe betide the CEO who missed the
game and looked like an old fuddy-duddy. The Board
would simply kick him out, in the name of protecting
the stockholders’ future profits, and hire in more of a
gunslinger from, say, Credit Suisse.

My second theory would be even harder to prove, and this
is it: that CEOs are picked for their left-brain skills — focus,
hard work, decisiveness, persuasiveness, political skills,
and, if you are lucky, analytical skills and charisma. The
“Great American Executives” are not picked for patience.
Indeed, if they could even spell the word they would be
fired. They are not paid to put their feet up or waste time
thinking about history and the long-term future; they are
paid to be decisive and to act now.

The type of people who saw these problems unfolding,
on the other hand, had much less career risk or none at
all. 'We know literally dozens of these people. In fact,
almost all the people who have good historical data and
are thoughtful were giving us good advice, often for years
before the troubles arrived. They all have the patience of
Job. They are also all right-brained: more intuitive, more
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given to developing odd theories, wallowing in historical
data, and taking their time. They are almost universally
interested — even obsessed — with outlier events, and
unique, new, and different combinations of factors. These
ruminations take up a good chunk of their time. Do such
thoughts take more than a few seconds of time for the
great CEOs who, to the man, missed everything that was
new and different? Unfortunately for all of us, it was the
new and different this time that just happened to be vital.

It is therefore ironic that we fire these top CEOs when
the trouble hits. The headline should read: “Come back,
leaders of Merrill, Citi, Bear, and Lehman. All is forgiven
(for a while).” The typical CEQ is precisely equipped to
deal with emergencies and digging out. Thus, Paulson
was just the man to miss the point, but equally just the
man — or at least a typically good one — to deal with a
complicated crisis under stress.

While reading this section to my wife, she asked,
“But what about the Boards of Directors? Can’t they
complement the CEOs’ short-term decisiveness with
longer-term wisdom?” What a great idea — a balance of
left- and right-brained thinking. And so it should be, and
actually is intended to be, on paper. What a shame that we
have typically subverted this balance into a CEO fan club
of old friends and mutual backscratchers.

Near Certainties

The three “near certainties” we talked about in mid-2007
have all behaved themselves. They were thatU.S. and U.K.
house prices would decline, that profit margins globally
would decline, and that risk premiums everywhere would
rise, and all three with severe consequences on markets
and the financial and economic systems. The U.S. and
U.K. housing markets, the proximate cause of our current
troubles, have declined. The U.S. market has probably
quite a way to go, but likely is well over the mid-point
of its correction. The price declines of the U.K. market
have, in contrast, merely started. Housing transactions,
in contrast, have vaporized. In fact, the scariest single
data item for me, out of a huge selection, was the August
decline in U.K. net new mortgages of 98% year over
year (from over £7 billion down to under £200 million,
a near total freeze-up)! And this with the official house
price index pretending to be down only 10% at the end
of August. This is one of the biggest shoes left to drop
of Round | of this crisis. (I think of Round | as asset
price bubbles breaking. Round Il is the effect of this,
especially of housing on the financial system. Round |11

is the effect of both Rounds I and Il on the real economy.)
When the U.K. housing shoe hits the floor it will come
with another wave of write-downs and stress that, very
fortunately for everyone, the British taxpayers have been
volunteered to share. Thank you from everyone!

Global profit margins, the second near certainty, are also
declining rapidly, but have along way to go. The estimates
of future earnings that we have been sniggering at for a
year are still inconceivably high. Why do they bother? To
repeat our mantra: global profit margins were recently at
record highs. Profit margins are the most provably mean-
reverting series in finance or economics. They will go
back to normal. After big moves, they almost invariably
overrun. With the current set of global misfortunes, they
are very likely to overrun considerably this time.

But the most dramatic ground has been covered by
the third near certainty — risk premiums. From record
narrow spreads 18 months ago in fixed income markets
in developed countries, most are far beyond normal
already, although a few probably still don’t get the full
horror of some of the footnotes. (In contrast, in emerging
countries we guess that most of the pain from the crisis
unfortunately is still ahead, and here and there it could be
very severe, although in total much less than in developed
countries. It’s just taking a long time to work through the
system for them.) Developed equities — which we have
written about as the slow-witted of the two major asset
classes — had, as usual, a much harder time getting the
point than bonds. At least that was the case until what
seems like a few minutes ago when, in a clap of thunder,
they got the whole ugly point in a wave of panic. The
global equity markets moved in three weeks from quite
expensive to moderately cheap for the first time in at least
20 years.

Basics

At times like this it is good to ask yourself what it is that
you really know or think you really know. For us (in our
asset allocation division) it is definitely not the ins and
outs of the financial system, although we’re trying harder
and harder. The financial system is so mind-bogglingly
complex that very few, even those with far deeper
backgrounds than ours, fully understand it. Puzzlingly,
despite our relative ignorance of financial details, we
were more accurate than many experts in the last year
about the big picture, and we can speculate why. First,
as historians, we recognized that when bubbles break
they almost invariably cause more pain than expected.
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Second, we are Minsky mavens and believe that, with
sadly defective humans making up the markets, Minsky
was right to see periodic financial crises as well-nigh
inevitable. Thus in the middle of last year when the
experts at Goldman Sachs said they expected write-
downs of $450 billion, | immediately wrote that we’d
be lucky if it wasn’t a trillion. | was playing off their
detailed expertise and adding a generalized historical
observation as | had done with the prediction that “at least
one major bank — broadly defined — would fail,” and that
half of the hedge funds would be gone in five years. In
previous banking crises, major banks had failed, and this
crisis seemed likely, to us semi-pros, to be worse than
most. So we studied in broad strokes previous crises and
armchaired that we should up the ante. We got lucky
in an area in which we were not real experts, and we
know we were lucky. We will attempt to keep the luck
and hedge our bets by also increasing our skills. The
addition of Edward Chancellor, an experienced financial
journalist/historian with a focus on credit crises, has been
a very helpful start.

In contrast, what we do know, | believe, is asset class
pricing and the behavior of bubbles, which are both
derivatives of our single, big truth: mean reversion.

Bubbles Breaking

Back in 2000, as we continued to shake in our boots as the
mad tech bubble kept defying gravity, we tried to reassure
ourselves by looking at historical bubbles. We found 28
bubbles since 1920, defined arbitrarily but reasonably as
two-standard-deviation events that in a Gaussian world
should occur once every 40 years. All but one burst all
the way back to the trend that existed prior to the start
of the bubble. The single exception was the S&P 500
itself in 2000-02. Under the influence of what I’ve called
“enough stimuli to get the dead to walk,” the S&P, down
from 1550, could not quite reach its trend value, which
we had calculated to be 725. Instead it rallied at 775. (It
had to fall 55% to reach trend, but fell 50%. Close, but no
cigar. But, more critically, we had expected a fairly major
overrun, which is historically so common.) Seeing this
aberrant event led us to describe the market advance from
2002-07 as “the biggest sucker’s rally in history.” Now a
wrinkle here is that, unlike most, we measure bull and bear
markets based on their trend line growth after adjusting
for inflation. The real growth in the index has historically
been only 1.8% per year for the S&P, but for technical
reasons (low payout rates in particular) we have allowed

for moderately more real growth in recent years. In the
six years since October 2002, the trend line has risen to
975 (plus or minus a little — we are constantly fine-tuning
a percent here or there). Needless to say, two weeks ago
the market crashed through that level, producing Exhibit 1.
So now all 28 burst bubbles are present and accounted for.
Long live mean reversion!

As for asset class returns, the early October crash has
presented us with an opportunity to brandish our 10-year
forecasts even more than we did last quarter. Exhibit 2
shows our 10-year forecast from September 30, 1998 and
the actual asset returns for the most important assets for
us in asset allocation.

Our 10-year forecast for the S&P 500 10 years ago was
a lowly -1.1% real, an extreme outlier among forecasts.
At the end of September the real return was exactly nil
(0.0%). But it only took three days of October to hit our
-1.1% forecast on the nose! Ten years and three days. For
emerging equities, our forecast was +10.9% real and the
actual was +12.8%. Not too bad, but even here in seven
days — horrible days, admittedly — the return of emerging
crossed our forecast on the way down. So today (October

Exhibit 1
The Bubble Finally Breaks
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Note: Trend is 2% real price appreciation per year.

* Detrended Real Price is the price index divided by CPI1+2%, since the long-
term trend increase in the price of the S&P 500 has been on the order of 2%
real.

Source: GMO  As of 10//10/08
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Exhibit 2 10), our forecasts of 10 years ago were optimistic, if you
On-Time Arrivals, Despite Some Turbulence allow us a few days’ leeway.
S&P 500
Cumulative Real Return Where Are We Now?
50% So brandishing our old 10-year forecasts and resisting the
40% A idea that even a blind pig will occasionally find a truffle,
30% - Actual we have had some confidence in saying that by October
10th global equities were cheap on an absolute basis and
20% + cheaperthanatanytimein20years. Full disclosurerequires
10% - that we add that, in our opinion, this is not as brilliant as it
sounds, for markets have been more or less permanently
0% Crossed overpriced since 1994 and have not been very cheap since
-10% o - over on 1982-83 and perhaps a few weeks in 1987. There is also a
0% A 10/7/08 terrible caveat (isn’t there always?), and that is presented
in Exhibit 3, which shows the three most important equity
-30% e e B A a bubbles of the 20t Century: 1929, 1965, and Japan in
Sep-98 99 00 01 02 03 04 05 06 07 08 1989. You will notice that all three overcorrected around
EAFE their price trends by more than 50%! In the interest of
Cumulative Real Return general happiness, we do not trot out these exhibits often
100% and, until recently, they would have been seen as totally
80% ir_relevant a_nd perhap_s _ind_ecent. But, after all, it’s just
Actual history. Being optimistic like most humans, we draw the
60% - line at believing something so dire will happen this time.
Crossed We can hide behind the fact that there are only three data
40% 1 over on points, and therefore no self-respecting statistician can
20% 4 Fy 9/5/08 give them much weight. We can convince ourselves that
f“/ things are different this time since the background to each
0% \ of the four events, including this one, is different. One
/ of them had high inflation; three, including the current
-20% situation, did not. Japan and 1929 were characterized
-40% - by complete incompetence, while this time we had
Sep98 99 00 01 02 03 04 05 06 07 08 only — shall we say — very widespread incompetence.
This time we have thrown ourselves more quickly into
Emerging Equities battle, although not so quickly as some would have liked.
500% Cumulative Real Return Not all gf the dif_ferences are fa\{orable: we ha\{e a more
450%% 4 global, mterlockmg_, and complicated system, including
woowd Actual no_n-bar_1k players like hedge funds._ We also have the
“financial weapons of mass destruction” — asset-backed
350% 1 securities that are tiered and sliced and repackaged — and,
800% - g perhaps most destabilizing of all, totally unregulated
250% 1 Crossed | credit default swaps. Did we have even more greed and
200% 1 over on short-term orientation this time than they did? Well, we
150% 4 | 106008 certainly didn’t have less! Still, a 50% overrun seems
100% - N/ unacceptable. Probably governments would feel that the
50% - r/‘,\. W consequences of such a loss in asset value would simply
0% be too awful and would do anything to prevent it. And
-50% — 7T perhaps, just perhaps, their “anything” would work. Buta
Sep-98 99 00 01 02 03 04 05 06 07 08 reasonably conservative investor looking at the data would
Source: GMO  As of 10/10/08  want to allow for at least a 20% overrun to, say, 800 on
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Exhibit 3 the S&P 500, and have a tiny portion of their brain loaded

Overrun! with the notion that it just might be quite a bit worse.
ii | S&P 500: 1920-1932 The Curse of the Value Manager
19 We at GMO have a strong value bias, and our curse,
B therefore, like all value managers, is being too early. In
-§ ' 1998 we saw horribly overpriced stocks that at 21 times
5 1.5 1 earnings equaled the two previous great bubbles of 1929
5 1.3 - and 1965. Seeing this new “peak,” we were sellers far,
§ 114 Trend Line far too early, only to watch it go to 35 times earnings!
% 0.9 M And as it went up, so many of our clients went with it,
e 0.7 4 reminding us that career risk is really the only other thing
' that matters. The other side of the coin is that only sleepy
051 value managers buy brilliantly cheap stocks: industrious,

0.3 — T — —————— wide-awake value managers buy them when they are
20 21 22 23 24 25 26 27 28 29 30 31  merely very nicely cheap, and suffer badly when they
become - as they sometimes do — spectacularly cheap.

2 S&P 500° 1946-1984 | said as far back as 1999, while suffering from selling
too soon, that my next big mistake would be buying too
. 2.0 1 soon. This probably sounded ridiculous for someone who
§ was regarded as a perma bear, but | meant it. With 14
f_; 15 - years of an overpriced S&P, one feels like a perma bear
& just as | felt like a perma bull at the end of 13 years of
8 1 . underpriced markets from 1973-86. But that was long
S 1.0 1 - . i .
2 Trend Line VV ago. Well, surprisingly, here we are again. Finally! On
a \.\/'\/ \"V\\/V October 101 we can say that, with the S&P at 900, stocks
0.5 1 are cheap in the U.S. and cheaper still overseas. We will
therefore be steady buyers at these prices. Not necessarily
0.0 - rapid buyers, in fact probably not, but steady buyers. But
46 50 54 58 62 66 70 74 78 82 we have no illusions. Timing is difficult and is apparently
not usually our skill set, although we got desperately
3.0 Japan vs. EAFE ex-Japan: 1981-1999 and atypically lucky moving rapidly to underweight in
b5 ] emerging equities three months ago. That aside, we play
' the numbers. And we recognize the real possibilities of
C 20 severe and typical overruns. We also recognize that the
5 current crisis comes with possibly unique dangers of a
% 154 global meltdown. We recognize, in short, that we are very
% probably buying too soon. Caveat emptor.
£ 1.0 -
Round Ill: The Economic Effects
0.5 - frendLine \'\’ Rounds | and Il — the asset bubbles breaking and the credit
crisis — will soon be mostly behind us, but the effect on
0.0 T T T T T T T T T the real world of economic output lies, unfortunately for

81 83 8 87 89 91 93 95 97 99 all of us, almost entirely ahead. Employing our usual
historically loaded armchair technique, we have been
writing for several quarters that global economic weakness

Note: Trend is 2% real price appreciation per year.

* Detrended Real Price is the price index divided by CPI+2%, since the long- will be Substantia”y worse and will last Substantia“y
term trend increase in the price of the S&P 500 has been on the order of 2% L. . . .
real. longer than the official forecasts. We maintain that view

source: GMO  €ven though official forecasts have dropped considerably.
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The global economy is likely to show the scars of this
crisis for several years. In particular, the illusion of wealth
created by over-inflated asset prices has been dramatically
reduced and, though most of this effect is behind us, a
substantial part of the housing decline in some European
countries and the U.S. is still to occur. We were all
spending and, in the case of the U.S., importing as if we
were much richer than is in fact the case. Particularly
here in the U.S., increasing household debt temporarily
masked some of the pain from little or no increase in real
hourly wages for 20 to 30 years. Household debt since
1982 has added over 1% a year to consumer spending.
Unfortunately, this net benefit does not go on forever.

In the first year in which you borrow 1% of your income,
the interest payment barely makes a dentand your spending
is close to 101% of your disposable income. But each
year you borrow an incremental 1%, your interest load
grows. After 15 years or so in a world of an average 7%
interest rate, the interest on the accumulating debt fully
offsets the new borrowing when one looks at consumers
collectively. Well, we in the U.S. are closer to a model of
30 years of borrowing an incremental 1%, meaning that
we passed through break-even years ago and now pay
much more in interest than we borrow incrementally. This
is a situation favorable to an overfed financial structure as
long as everyone can and will pay their interest, but it is
no longer beneficial to aggregate consumption compared
with the good old-fashioned way of waiting until you had
actually saved up to buy a TV set. Indeed, a visitor from
Mars examining two countries, one with accumulated
consumer debt of 1.5 times GDP and the other with zero,
would, I am sure, notice no difference except for the
reduced number of consumer lending outlets.

This generally unfavorable picture gets worse when you
consider that we are likely to have, for the next 10 years or
so, amodest annual reduction in personal debt of, say, 0.5%
of gross income per year as well as a continued interest
payment. So the debt accumulation effect reverses as does
the illusion of the wealth effect from overpriced stocks and
housing, especially the illusion of a decent accumulated
pension. As we said two years ago (embroidering on
Buffett), when the tide of overpriced assets goes out, it
will be revealed not only who is not wearing swimming
shorts, but also who has a small pension! Our silly joke
has become a sick one in just two years.

This reversal of the illusory wealth effect added to
deleveraging will be felt worldwide, but especially in the

so-called Anglo-Saxon countries, and will be apermanently
depressing feature of the next decade or so compared with
the last decade. It is indeed the end of an era.

To end Part 1 of this Letter, there is only one further point
I want to add on this topic, and that is about China.

Like a Bear in a China Shop

I suggested last quarter that it was ridiculous to expect
great financial and economic skills from the Chinese
government, which is faced with the spectacularly
complicated task of maintaining the highest economic
growth rate in history. “Surely they will stumble,” I
said. Well, the more | think about it, the more likely it
seems that this is both the most likely and most dangerous
disappointment (even shock) that awaits the current
CONSensus.

Moving back to our armchair at 56,000 feet (don’t you miss
the Concorde?), an amateur economist could summarize
and simplify the Chinese economy as 39-37-37: an
astonishingly large 39% of the GDP is capital spending,
37% is internal consumption, and an amount equal to
37% of GDP is exported. (These numbers do not sum to
100 as we are not using exports net of imports because
we are concerned with the vulnerability of total exports
to a weak global economy.) The U.S., in comparison, is
19-70-13, disturbingly on the other side of normal; 70%
consumption compared with 57% in both Germany and
Japan, for example, and nearly twice that in China. China’s
mix is of course an utterly unprecedented one, and comes
with great advantages in booming times. Now, however,
we might ask: how do you stimulate the building of a new
steel mill when rows of mills are sitting empty? How do
you increase exports into a global economy that is not just
slowing, but is unexpectedly very weak? And are they
good enough at stimulating local consumption to have an
impact on such a small percentage of GDP in the face of
a negative wealth effect from declining stock and housing
prices in their local market?

Simple old “Econ 101" thinking would suggest that their
capital goods sector will have a bigger drop than the rest
of the economy, and that export growth rates might slow
from very large to even nil or worse. The one open-
ended offset might be in Keynesian or Rooseveltian
government spending, upping their already massive
infrastructure spending by A LOT. (This is a specialized
economic term.) And they will surely do some of that.
On balance | find myself more and more convinced that
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this is becoming our #1 disagreement with consensus. If
we are right, it will be a very important and distressing
surprise for global growth. The good news is that this
is far from the *“near certainty” of our recent views on
housing, profit margins, and risk premiums. At best, if
right, it is an inspired insight straight from the armchair.
At worst, if wrong, an ill-researched hunch.

On the Virtues of Offsetting Errors

During early October (up to the 10‘“) global equities, in
our opinion, were finally quite efficiently priced, at least
for a day or two after a 20-year wait. But we did not
get to this point where our 10-year forecasts were exactly
right for a second because the market had taken into its
head to finally be reasonable or efficient. No, it took two
giant offsetting errors! | am sure the market does not
yet get the full extent of future earnings and economic
disappointments, nor does it easily accept how low trend
line P/Es are. (Oh yes, | remember now. P/Es should
be higher because of much improved stability and better
economic management!) In fact | believe it will take at
least another year for the truly dreary global outlook to be
fully appreciated and priced in. | was also counting on
over ayear or more being required to break the high animal
spirits that had been baked in by years of exceptionally
fortunate events, moral hazard, and rising asset prices.

Offsetting this optimism, we produced — with a fairly
traditional mix of greed and incompetence, but in a giant
dose this time — a full-fledged panic. With no one trusting
anyone’s financial integrity (often including their own),
and with margin calls, redemptions, and other technical
factors causing forced selling, we had an old-fashioned
meltdown. And by some minor miracle, this confluence
of offsetting events or beliefs produced efficient long-term
pricing for a few days. (P.S. The rally of October 13t
may usher in a more sustained rally and help resuscitate
animal spirits so that we might be able to limp through to
my original target of a market low in 2010, but don’t hold
your breath.)

If the U.K. plan (also advocated by both Soros and Buffett
independently) had not been widely adopted and the global
authorities had followed the dithering U.S. lead, we would
have been set up for some very unusual developments.

The market would have continued to fall for a few more
weeks or worse (as by October 16t it seems to be doing)
until eventually the world’s central bankers got their act
together. The imputed seven-year returns by then might
have reached, say, 15% real per year for emerging, 11%
forthe U.S., and, say, 12% or 13% a year for EAFE. These
exceptional opportunities, nearly equal to the legendary
lows of 1982 and 1974, would have set up, in my opinion,
a paradox from hell for serious investors. They would
have been looking forward to an 18-month-long diet of
sustained genuine disappointments; disappointments in
both economic growth globally and, more importantly, in
global earnings for the market’s consensus. Yet into those
disappointments the market would likely have steadily
risen because the recovery from the extreme lows of the
panic would have inadvertently and accidentally more
than offset all the bad news. This would have proved
intellectually very difficult to deal with: you predict an
unpleasant surprise, but yet you should buy! It would
have been a rare historical event, which a big rally here
may change. Still, you never know your luck. Something
like it may still happen. (For the record, in 1932 a rally of
111% started in the face of persistent disastrous economic
news.)

Provisional Recommendations
(October 10 - S&P 900)

At under 1000 on the S&P 500, U.S. stocks are very
reasonable buys for brave value managers willing to be
early. The same applies to EAFE and emerging equities
at October 10t prices, but even more so. History warns,
though, that new lows are more likely than not. Fixed
income has wide areas of very attractive, aberrant pricing.
The dollar and the yen look okay for now, but the pound
does not. Don’t worry at all about inflation. We can
all save up our worries there for a couple of years from
now and then really worry! Commodities may have big
rallies, but the fundamentals of the next 18 months should
wear them down to new two-year lows. As for us in asset
allocation, we have made our choice: hesitant and careful
buying at these prices and lower. Good luck with your
decisions.

Part 2 of this Letter will be posted in two weeks or so.

Disclaimer: The views expressed are the views of Jeremy Grantham through the period ending October 17, 2008, and are subject to change at any time based
on market and other conditions. This is not an offer or solicitation for the purchase or sale of any security and should not be construed as such. References to
specific securities and issuers are for illustrative purposes only and are not intended to be, and should not be interpreted as, recommendations to purchase or sell

such securities.
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