Addendum to Third Quarter Client Letter
From: Howard S. Marks

Re: The Route to Performance

We all seek investment performance which is above average, but how to achieve it
remains a major question. My views on the subject have come increasingly into focus as
the years have gone by, and two events in late September -- and especially their
juxtaposition -- made it even clearer how (and how not) to best pursue those superior
results.

First, there was an article in the Wall Street Journal about a prominent money
management firm's lagging performance. Its equity results were 1,840 basis points
behind the S&P 500 for the twelve months through August, and as a result its five-year
performance had fallen behind the S&P as well. The president of the firm explained that
its bold over- and under-weightings weren't wrong, just too early. Here is his
explanation, with which I strongly disagree:

If you want to be in the top 5% of money managers,
you have to be willing to be in the bottom 5%, too.

The above calls to mind a convertible mutual fund I discussed in my second quarter 1988
letter to convertible clients. The fund held large amounts of common stock in the first
eight months of 1987 and cash after that. As a result, its return was more than 1,600
basis points better than the average convertible fund for the year, and 945 b.p. ahead of
the second-place fund. In the next half year, its tactics were equally divergent ... but
wrong this time, producing performance which was far enough behind to negate the
majority of its 1987 achievement and pull its 18-month results well back into the pack.
My observation at that time mirrored the fund manager quoted above, but from a negative
viewpoint:

. in order to strive for performance which
is far different from the norm and better, you
must do things which expose you to the possibility
of being far different from the norm and worse.

These cases illustrate that bold steps taken in pursuit of great performance can just as
easily be wrong as right. Even worse, a combination of far above-average and far below-
average years can lead to a long-term record which is characterized by volatility and
mediocrity.

As an alternative, I would like to cite the approach of a major mid-West pension plan
whose director I spoke with last month. The return on the plan's equities over the last



fourteen years, under the direction of this man and his predecessors, has been way ahead
of the S&P 500. He shared with me what he considered the key:

We have never had a year below the 47th percentile over that period or, until
1990, above the 27th percentile. As a result, we are in the fourth percentile for
the fourteen year period as a whole.

I feel strongly that attempting to achieve a superior long term record by stringing together
a run of top-decile years is unlikely to succeed. Rather, striving to do a little better than
average every year -- and through discipline to have highly superior relative results in bad
times -- is:

- less likely to produce extreme volatility,

- less likely to produce huge losses which can't be
recouped and, most importantly,

- more likely to work (given the fact that all of us are
only human).

Simply put, what the pension fund's record tells me is that, in equities, if you can avoid
losers (and losing years), the winners will take care of themselves. I believe most
strongly that this holds true in my group's opportunistic niches as well -- that the best
foundation for above-average long term performance is an absence of disasters. It is for
this reason that a quest for consistency and protection, not single-year greatness, is a
common thread underlying all of our investment products:

In convertibles, we insist that our call on potential appreciation be accompanied
by above average resistance to declines.

In high yield bonds, we strive to raise our relative performance by avoiding credit
losses, not by reaching for higher (but more uncertain) yields.

In distressed company debt, we buy only where we believe our cost price is fully
covered by asset values.

There will always be cases and years in which, when all goes right, those who take on
more risk will do better than we do. In the long run, however, I feel strongly that seeking
relative performance which is just a little bit above average on a consistent basis -- with
protection against poor absolute results in tough times -- will prove more effective than
"swinging for the fences."

October 12, 1990
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Memo to: Clients

From: Howard Marks
Trust Company of the West
Re: First Quarter Performance

The mood swings of the securities markets resemble the movement of a pendulum.
Although the midpoint of its arc best describes the location of the pendulum "on
average," it actually spends very little of its time there. Instead, it is almost always
swinging toward or away from the extremes of its arc. But whenever the pendulum is
near either extreme, it is inevitable that it will move back toward the midpoint sooner or
later. In fact, it is the movement toward an extreme itself that supplies the energy for the
swing back.

Investment markets make the same pendulum-like swing:

- between euphoria and depression,

- between celebrating positive developments
and obsessing over negatives, and thus

- between overpriced and underpriced.

This oscillation is one of the most dependable features of the investment world, and
investor psychology seems to spend much more time at the extremes than it does at a
"happy medium."

In late 1990, the securities markets were at a negative extreme as concerns about the
economy and Iraq produced exaggerated risk aversion and thus drastic under-valuation of
all securities considered to be of less than "gilt-edge" quality. The subsequent first
quarter swing toward more reasonable valuations imparted to our portfolios some of the
best quarterly performance in our history.

With investors worrying less about default rates and forced selling, our high yield bonds
returned more than at any time since the second quarter of 1980. The rebirth of interest
in smaller and second-tier stocks produced a quarterly return for our convertibles above
any since the fourth quarter of 1982. Lastly, suspension of "end-of-the-world" thinking
and an increased willingness to envision possible solutions caused our distressed-debt
Special Credits portfolios to gain even more than either high yield bonds or convertibles.

It would be wonderful to be able to successfully predict the swings of the pendulum and
always move in the appropriate direction, but this is certainly an unrealistic expectation.
We consider it far more reasonable to try to (1) stay alert for occasions when a market
has reached an extreme, (2) adjust our behavior slightly in response and, (3) most
importantly, refuse to fall into line with the herd behavior which renders so many
investors dead wrong at tops and bottoms.



The first quarter's swing back from the negative extreme has been rapid and impressive.
No one can say whether it came too soon or went too far, and we are cautious that these
dramatic results may have been realized without great improvement in the fundamental
economy. However, we feel "fair" does a much better job of describing the prices which
resulted than would "excessive." That is, the pendulum is closer to the midpoint at this
time than to an extreme.

The bargains which were so readily available in the fourth quarter of 1990 are no longer
there to the same extent, and we are not acting as if they were. And we certainly are not
planning on a continuation of the first quarter's performance. Instead, from today's more
reasonable prices, we consider our three areas to be poised for a continuation of their
"normal" above-average risk-adjusted performance.

April 11, 1991
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Memo to: Clients
From: Howard Marks

Re: Microeconomics 101: Supply, Demand and Convertibles

Two principal factors determine whether an investment will be successful. The first is the
intrinsic quality of the underlying entity being invested in. In short, how good is the
venture you are buying a piece of or lending money to? It's better to invest in a good
company than a bad one, ceteris paribus,

[Ceteris paribus is a favorite term of economists. It means “everything else being equal,”
and yes, at a given price, it's smarter to invest in a better company than a worse one. Of
course, “everything else” never is equal, and you're not likely to be asked to choose
between two assets of obviously different quality at the same price.]

The second factor determining whether something will be a good investment is price.
Ceteris paribus, given two assets of similar quality, it's better to pay less than more.

Lots of investors take the approach of searching out companies with better products,
managements, balance sheets and prospects. Many say they will only buy top quality
assets.

Our group does not have that luxury and, at any rate, pursuing museum quality assets
would be antithetical to our philosophy. In convertibles, as in high yield bonds and
certainly in distressed debt, our companies generally are not widely applauded or atop the
ratings heap. Instead, they fall within a broad range in terms of quality.

We are less concerned with the absolute quality of our companies than with the price we
pay for whatever it is we're getting. In short, we feel “everything is triple-A at the right
price”. We have many reasons for following this approach, including the fact that
relatively few people compete with us to do so. But we feel buying any asset for less than
it's worth virtually assures success. Identifying top quality assets does not; the risk of
overpaying for that quality still remains.

What does all of this have to do with microeconomics? Well microeconomics is the
study of the price-setting process, and much of price comes down to a matter of supply
and demand.

Ceteris paribus -- in this case, holding the level of supply constant -- price will be higher
if there is more demand and lower if there is less. And that's why buying when everyone
else is can, in and of itself, doom an investment. Many real estate investments made in
the 1980s were ill-fated because excess demand from investors and too-easy credit
induced builders to erect structures for which there are no tenants. Many of the later
LBOs failed because excessive demand pushed prices for companies to levels which were




too high given their prospects.

Conversely, buying what no one else will buy at any price almost assures eventual
success, and that leads to a discussion of the current level of demand for convertibles and
its impact on their prices.

I wrote this summer that convertibles tend to capture most of the upside performance of
stocks while being significantly insulated from declines, and that such performance
characteristics should be attractive given the high level of uncertainty today. What I
didn't mention -- and what I want to point out now -- is that one of the factors contributing
to the availability of bargains among convertibles is the relatively low level of demand for

them.

Here in 1992, strong demand has supported stock prices. Important among the
components of that demand is the heavy flow into mutual funds of cash fleeing from low-
yielding short term investments. But flows into convertible funds have been low, as
indicated by the following clipping from Barron's. The figures are worth reviewing.

Convertible securities funds
don't get much respect. They had a
great 1991, when they rose 30%,
matching the S&P 500, and so far
this year, they're up 3.5%, while the
S&P is down a fraction. This
showing is impressive since
convertibles, bond-equity hybrids,
are usually a more conservative
choice than stocks, trailing the S&P
in bull markets and falling less than
stocks in down markets.

Yet investors, normally quick
to snap up anything offering better
yields than CDs and money-market
funds are staying away. Assets of
convertible funds stood at $2.36
billion on June 30, up just $100
million since the start of the year,
and way below their peak of $5.3
billion just before the 1987 crash.

Between 1977 and 1984, the number of convertible mutual funds
was constant at seven, and at the end of that period their total assets
stood at the princely sum of $452 million. By the end of 1987 there
were thirty funds with assets of $5.8 billion, for a thirteen-fold
increase. It can clearly be seen in retrospect that the strong flow of
capital into convertibles in 1985-87 “poisoned the well” and led to a
loss of price discipline, to purchases of over-priced securities, and to
poor performance.

Reaction was negative, and convertible mutual fund assets
dropped to $3.2 billion at year-end 1989 and only $2.2 billion
today, down 62% from the 1987 level. If strong inflows are, as
I believe, a precursor of poor performance (and vice versa),
then the outlook today should be excellent. Convertibles are
getting no respect and attracting no inflows. That leaves
bargains for those willing to act as contrarians. We hope you
will consider convertibles an attractive way to hold an
increased portion of your commitment to equities.

October 8, 1992
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Memo to: Clients
From: Howard Marks, TCW

Re: The Value of Predictions, or Where'd All This Rain Come From?

Anyone who has been my client for long has heard from me on many occasions with
negative comments about market forecasts. Now, I have decided to say at once all of the
bad things I can think of about predictions.

The Expected Value of a Forecast = Value of Correct Forecast x Probability of Being
Correct

The motivation for trying to guess the direction of stocks or bonds is easy to understand.
Observers have for years noted the wide price swings, calculated the value of a dollar
invested at the bottoms and disinvested at the tops and compared the result against the
value of a dollar invested under a “buy-and-hold strategy. The difference is always
temptingly large.

The problem, however, comes from the fact that none of the forecaster's attempts to
capture the swings have any value unless his or her predictions are right.

But It's Hard to be Right

I agree with John Kenneth Galbraith. He said “We have two classes of forecasters: Those
who don't know -- and those who don't know they don't know.” If it was easy to predict the
future, it would be easier to attain excellent investment results -- then maybe everyone could
have above-average performance.

Being Right With Average Consistency Doesn't Help
Let's face it: most of us have roughly the same ability to predict the future. And the trouble
is that being right as often as the average forecaster won't produce superior results.

Every investor wants results which are above average. In the institutional world,
relative performance is the Holy Grail. Even elsewhere, the objective is to be the first
to see the future -- and take the appropriate route to profit. It obviously doesn't help in
these pursuits to be right only as often as others are.



An Average Forecast Doesn't Help Even If It's Correct

Being "right" doesn't lead to superior performance if the consensus forecast is also right.

For example, if the consensus forecast for real GNP growth is 5%, then stock prices will
come to reflect that expectation. If you then conclude that GNP will grow at 5% and your
expectation of rapid growth motivates you to buy stocks, the stocks you buy will be at prices
which already anticipate such growth. If actual GNP growth at 5% is subsequently
announced, stock prices probably will not jump -- because their reaction to 5% growth took
place when the consensus forecast was arrived at. Instead, the best guess is that you will
earn the normal risk-adjusted return for equities over your holding period. Bottom line:
correct forecasts do not necessarily translate into superior investment results.

Above-Average Profits Come From Correctly Forecasting Extreme Events

At least twenty-five years ago, it was noted that stock price movements were highly
correlated with changes in earnings. So people concluded that accurate forecasts of earnings
were the key to making money in stocks.

It has since been realized, however, that it's not earnings changes that cause stock price
changes, but earnings changes which come as a surprise. Look in the newspaper. Some
days, a company announces a doubling of earnings and its stock price jumps. Other
earnings doublings don't even cause a ripple -- or they prompt a decline. The key question
is not "What was the change?" but rather "Was it anticipated?" Was the change accurately
predicted by the consensus and thus factored into the stock price? If so, the announcement
should cause little reaction. If not, the announcement should cause the stock price to rise if
the surprise is pleasant or fall if it is not.

This raises an important Catch 22. Everyone's forecasts are, on average, consensus
forecasts. If your prediction is consensus too, it won't produce above-average
performance even if it’s right. Superior performance comes from accurate non-
consensus forecasts. But because most forecasters aren't terrible, the actual results
fall near the consensus most of the time -- and non-consensus forecasts are usually
wrong. The payoff table in terms of performance looks like this:

Forecast
Consensus Non-Consensus

Yes Average Above Average

"
Accurate? No Average Below Average




The problem is that extraordinary performance comes only from correct non-
consensus forecasts, but non-consensus forecasts are hard to make, hard to make
correctly and hard to act on.

When interest rates stood at 8% in 1978, most people thought they'd stay there. The interest
rate bears predicted 9%, and the bulls predicted 7%. Most of the time, rates would have
been in that range, and no one would have made much money.

The big profits went to those who predicted 15% long bond yields. But where were those
people? Extreme predictions are rarely right, but they're the ones that make you big

money.

Most Forecasts are Extrapolations

The fact is, most forecasters predict a future quite like the recent past. One reason is that
things generally continue as they have been; major changes don't occur very often. Another
is that most people don't do "zero-based" forecasting, but start with the current observation
or normal range and then add or subtract a bit as they think is appropriate. Lastly, real "sea
changes" are extremely difficult to foretell.

That's why some of the best-remembered forecasts are the ones that extrapolated current
conditions or trends but were wrong. Business Week may never live down "The Death of
Equities" and "The Death of Bonds." At the mid-1990 lows, the press suggested that no
one would ever buy a high yield bond again. In 1989, nobody thought the Cowboys would
ever win without Tom Landry, or that the Lakers or 49ers would ever lose. Six years ago,
the growth of both coasts' economies was considered assured, and the Rustbelt's suffering
was expected to continue forever. Only two years ago, George Bush was a shoe-in.

And that brings me to my subtitle: Where'd All This Rain Come From? The motivation for
this memo came as I considered the extraordinary amount of precipitation the West has
experienced this year -- and newspaper articles of a couple of months ago. According to
the articles, the rings on old trees suggested that fifty year droughts might be the norm and
the five year drought to date just the beginning.

No one predicted the drought before it began -- when such a forecast might have helped.
But just as it may have been about to end, the possibility of its long-term continuation was
unveiled.



Forecasters are Usually Most Wrong at the Extremes

It's at just such times --- such inflection points -- when accurate forecasts of change
would be the most valuable but are the hardest to make.

Take high yield bonds, for instance. In 1989 and 1990 they absorbed a continual beating as
a series of negative developments came together. There was the recession, the failure of a
number of the leveraged buyouts of the 1980s, enactment of excessively stringent
regulation and the collapse of Drexel Burnham, Columbia Savings and Executive Life. All
of this was tied together -- and accentuated -- by lots of overly negative publicity.

Each development was another drip of "Chinese water torture." Each one put an end
to some investor's ability to remain optimistic. And so each one eliminated a potential
buyer, created a seller and moved prices lower.

And after all, what is a market bottom? It's that moment when the last holder who will
become a seller actually does so -- and thus the moment when prices hit levels that will
prove to have been the lows. From that point on, with no one left to turn negative, a few
pieces of good news or the arrival of a few buyers with belief in values are enough to turn
a market.

So you can see that the crescendo of negativism, the lowest prices and the greatest
difficulty in predicting a rise all occur simultaneously. No wonder it's hard to profit

from forecasting.

Extreme Forecasts are Hard to Believe and Act On

Let's say the average investor was approached in October 1990 by someone who had
enough imagination and courage (because that's what was needed) to make a positive case
for high yield bonds. Would the investor have believed and bought? Probably not.

Potentially-profitable non-consensus forecasts are very hard to believe and act on for the
simple reason that they are so far from conventional wisdom. If a forecast was totally
logical and easily accepted, then it would be the consensus forecast (and its profit potential
would be much less).

So if someone told you the U.S. auto makers' share of domestic market was going back to
100% in five years, that would be a forecast with enormous implications for profit. But could
you possibly believe it? Could you act on it?

The more a prediction of the future differs from the present, (1) the more likely it is to
diverge from the consensus forecast, (2) the greater the profit would be if it's right, and
(3) the harder it will be to believe and act on it.



You Have to Be Right About Timing Too

Not only must a profitable forecast have the event or direction right, but it must be
correct as too timing as well.

Let's say you accepted the forecast that the Big Three would come to again own 100% of
the U.S. market, and you bought the stocks in response. What if a year later their share was
lower (and their stocks too)? Could you continue to hold out for the long term, or would
your resolve weaken? What if their shares (and stocks) were unchanged five years later?
Wouldn't you give up? And wouldn't that be just in time to see the prediction come true?

In poker, "scared money never wins." In investing, it's hard to hold fast to an improbable,
non-consensus forecast and do the right thing...especially if the clock is telling you the
forecast is off base. As I was told years ago, ""being too far ahead of your time is
indistinguishable from being wrong."

Incorrect Forecasts Can Cost You Money

As you know, we run our portfolios without reference to what we think the broad markets
will do. An observer might think such behavior exposes us unduly to the fluctuations of the
markets, and that to protect our clients we should actively go in and out of the markets
based on what we think will happen.

But remember, that will work only if our forecasts are right (and right more often than the
consensus is right). I would argue that because forecasting is uncertain, it's safer not to try.

For example, people hold equities because they find prospective long-term equity returns
attractive. The average annual return on equities from 1926 to 1987 was 9.44%. But if you
had gone to cash and missed the best 50 of those 744 months, you would have missed all of
the return. This tells me that attempts at market timing are a source of risk, not
protection.

It would be nice in anticipation of subsequent performance to be able to vary the amount
invested, but I think it's just too risky to try.

It Costs Money to Make Forecasts

As suggested above, the best thing might just be to settle for average long-term
performance in markets that are hard to predict.

Efficient marketeers think stock market forecasts are about as good as coin tosses. If you're
right half the time without bias, your forecasts won't help or hurt versus buy-and-hold. But



forecasts are implemented through transactions which cost money. If you're right half
the time and spend money to try, your performance will fall further below buy-and-
hold results the more trading you do.

Few People Revisit Their Forecasts

We always read "I think the stock market's going to go up." We never read "I think the
stock market's going to go up, (and 8 out of my last 30 predictions were right)" or "I
think the stock market's going to go up (and by the way I said the same thing last year
and was wrong)." Can you imagine deciding which baseball players to hire without
knowing their batting averages? When did you ever see a market forecaster's track
record?

Most Forecasts Don't Allow for Alternative Outcomes

I imagine that for most money managers, the process goes like this: "I predict the
economy will do A. If A happens, interest rates should do B. With interest rates of
B, the stock market should do C. Under that environment, the best performing sector
should be D, and stock E should rise the most." The portfolio expected to do best
under that scenario is then assembled.

But how likely is E anyway? Remember that E is conditioned on A, B, C and D.
Being right two-thirds of time would be a great accomplishment in the world of
forecasting. But if each of the five predictions has a 67% chance of being right, then
there is a 13% probability that all will be correct and the portfolio will perform as
expected.

And what if some other scenario unfolds? How will the portfolio do? How do the
forecaster/investors make allowances in their portfolios for the likelihood that their

predictions will prove incorrect?

Lastly, Ask Yourself "Why Me?"

By this I mean "if someone has made a potentially valuable forecast with a high
probability of being right, why is it being shared with you?"

Think how profitable a correct market forecast could be. With very little capital, a good
forecaster could make many times more in the futures market than in salary from an
employer. Okay, let's say he likes to work for other people -- than why does his
employer give his forecasts away rather than sell them? Maybe the thing to ask
yourself is whether you would write out a check to buy the forecast you're considering
acting on.



Groucho Marx said "I wouldn't join any club that would have me as a member."
Another formulation may be "I would never act on any forecast that someone would
share with me." I'm not saying that no one has above-average forecasting ability.
Rather, 'as one University of Chicago professor wrote in a paper years ago, such
forecasters are more likely to be sunning themselves in Saint Tropez than going around
entreating people to borrow their forecasts.

% % %

There is a bottom line for us on the subject of predictions regarding macro-scale
events and widely-followed markets about which information is rather evenly
disseminated (so-called efficient markets). In sum, we feel that:

most forecasters have average ability
consensus forecasts aren't helpful

correct non-consensus forecasts are potentially very profitable but are also hard
to make consistently and hard to bring yourself to act on

forecasts cost money to implement and can be a source of risk rather than
return

The implications for us are clear. We will continue to eschew portfolio management
based on forecasts of market trends, about which we think neither we nor anyone else
knows much.

Instead, we will continue to try to "know the knowable" -- that is, to work in markets
which are the subject of biases, in which non-economic motivations hold sway, and in
which it is possible to obtain an advantage through hard work and superior insight. We
will work to know everything we can about a small number of things...rather than a
little bit about everything.

Convertible securities, high yield bonds and distressed company debt are all markets in
which market inefficiencies give rise to unusual opportunities in terms of return and risk.
We will continue to exploit these opportunities in a manner which is risk-averse and
non-reliant on macro-forecasts.

February 15, 1993

.. . [predictions] ought to serve but for winter talks by the fireside.
Sir Francis Bacon
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Random Thoughts on the Identification of Investment Opportunities

Howard S. Marks -- January 24, 1994

No group or sector in the investment world enjoys as its birthright the
promise of consistent high returns.

There is no asset class that will do well simply because of what it is. An example
of this is real estate. People said, "You should buy real estate because it's a hedge
against inflation," and "You should buy real estate because they're not making any
more." But done at the wrong time, real estate investing didn't work.

What matters most is not what you invest in, but when and at what price.

There is no such thing as a good or bad investment idea per se. For example, the
selection of good companies is certainly not enough to assure good results -- see
Xerox, Avon, Merck and the rest of the "nifty fifty" in 1974.

Any investment can be good or bad depending on when it's made and what price
is paid. It's been said that "any bond can be triple-A at a price."

There is no security that is so good that it can't be overpriced, or so bad that it
can't be underpriced.

The discipline which is most important in investing is not accounting or
economics, but psychology.

The key is who likes the investment now and who doesn't. Future prices changes
will be determined by whether it comes to be liked by more people or fewer
people in the future.

Investing is a popularity contest, and the most dangerous thing is to buy
something at the peak of its popularity. At that point, all favorable facts and
opinions are already factored into its price, and no new buyers are left to emerge.

The safest and most potentially profitable thing is to buy something when no one
likes it. Given time its popularity, and thus its price, can only go one way: up.

Watch which asset classes they're holding conferences for and how many people
are attending. Sold-out conferences are a danger sign. You want to participate in

auctions where there are only one or two buyers, not hundreds or thousands.

You want to buy things either before they've been discovered or after there's been
a shake-out.

The bottom line is that it is best to act as a contrarian.



An investment that "everyone" knows to be undervalued is an oxymoron. If
everyone knows it's undervalued, why haven't they bought it and driven up its
price? And if they have bought, how can the price still be low?

Yogi Berra said, "nobody goes to that restaurant; it's too popular." The equally
oxy-moronic investment version is "Everybody likes that security because it's so
cheap."

Book the bet that no one else will.

If everyone likes the favorite in a football game and wants to bet on it, the point
spread will grow so wide that the team -- as good as it is -- is unlikely to be able to
cover the spread. Take the other side of the bet -- on the underdog.

Likewise, if everyone is too scared of junk bonds to buy them, it will become
possible for you to buy them at a yield spread which not only overcompensates for
the actual credit risk, but sets the stage for their being the best performing fixed
income sector in the world. That was the case in late 1990.

The bottom line is that one must try to be on the other side of the question from
everyone else. If everyone likes it, sell; if no one likes it, buy.

As Warren Buffet said, “the less care with which others conduct their affairs,
the more care with which you should conduct yours." When others are
afraid, you needn't be; when others are unafraid, you'd better be.

It is usually said that the market runs on fear and greed. I feel at any given point
in time it runs on fear or greed.

As 1991 began, everyone was petrified of high yield bonds. Only the very best
bonds could be issued, and thus buyers at that time didn't have to do any credit
analysis -- the market did it for them. Its collective fear caused high standards to
be imposed. But when investors are unafraid, they'll buy anything. Thus the
intelligent investor's workload is much increased.

Gresham's Law says "bad money drives out good." When paper money
appeared, gold disappeared. It works in investing too: bad investors drive
out good.

When undemanding investors appear, they'll buy anything. Underwriting
standards fall, and it gets hard for demanding investors to find opportunities

offering the return and risk balance they require, so they're forced to the sidelines.

Demanding investors must be willing to be inactive at times.
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Memo To: Clients
From: Howard S. Marks, TCW

Re:  Risk in Today's Markets

The ability of the stock market to react so harshly on February 4 to a small, Fed-
mandated rise in interest rates, pushing the Dow down 96 points, suggests a lack of
preparedness for negative developments. This prompts me to write to you about certain
risks I feel may be present in the markets today.

There are plenty of bullish arguments to be made about the prospects for the economy
and corporate profits, and pundits to make them. While I will not devote space or time to
them, I don't pretend they are nonexistent. And I won't deny the possibility that as an
inherently cautious investor, I sometimes tend to overstate the negatives. What I want to
do, however, is point out the degree to which I feel investors are behaving in a risk-
tolerant manner today, and the implications for all of us.

Two very powerful trends are at work, and have been for the last few years. The first is
the decline in interest rates, which has carried rates to the lowest levels of the last thirty
years and brought on great dissatisfaction with the returns available from low-risk fixed
income investments. The second is the fabulous performance which was produced by
virtually all investments in securities from 1991 to 1993. This was a period in which
risk-taking was rewarded, and almost without exception very high returns went to those
who took great risk.

Put these two phenomena together and what do you have? I think the answer is an
environment in which risk-taking is greatly encouraged.

It is often said that the market runs on fear and greed, but I believe it usually runs on fear
or greed; that is, at most points in time, one or the other predominates. Right now,
because of the two trends cited above, greed is greatly elevated and, perhaps more
importantly, fear is in short supply. Thus,

- the money market investor, not content to earn 3% per year, (a negative return
after taxes and inflation), turns to notes and bonds,

- the bond investor, unhappy with returns at the shorter (read "low-risk") end of
the curve, extends maturities,

- the high grade bond investor drops down in quality,
- the fixed income investor turns to equities,

- the equity investor joins a hedge fund,



- the domestic investor looks overseas,
- the international investor emphasizes emerging markets, and

- the traditional bond-and-stock investor searches for "alternative investments"
likely to repeat the success of the LBO and bankruptcy funds.

And why shouldn't they? The "stick" is the low prospective return offered in each
investor's traditional bailiwick, and the "carrot" is the high returns earned recently in the
riskier sectors. In brief, "why should I settle for 3% in T-bills when I can get double-digit
returns in stocks?"

There are numerous signs of infatuation with -- or non-questioning acceptance of -- the
pursuit of high returns. The torrential inflow of dollars to mutual funds is one; I recently
attended a conference at which a fund group representative said they were taking in $100
million a day, 90% of it for foreign funds. The rising level of margin debt is another.
Books on investing are reaching the best-sellers list. The names of hedge fund managers
are almost household words.

And that brings me, for purposes of illustration, to the subject of hedge funds. When I
first got to know the money management community twenty years ago, only a handful of
managers were good enough to command a share of the profits as compensation. Today,
according to a recent article in Forbes, there are 800 hedge funds, and some people think
being accepted by one of the big names is the chance of a lifetime.

I think it's important to remember, though, the symmetrical nature of most investments:
almost every sword is two-edged, and he who lives by a risky strategy may die by it.
Investments which will make you a great deal of money when things go well but not lose
you a lot when things go poorly are very rare, and their existence must presuppose
extremely inefficient markets. With the average stock or bond returning 10-15% last
year, how did some hedge funds make 70% or more? It was through bold and heavily-
leveraged plays on macro-developments such as currency movements. What would have
happened if the managers' calculations had proved wrong? The hedge fund manager I
know with the best performance last year, up more than 100%, is said twice in his life to
have lost 30% in one day! Do the hedge fund aficionados know how much risk they are
taking? For how long are they tying up their money? How much do they know about the
strategies being employed? As the Forbes article pointed out, the sum of the
"information" most hedge fund investors receive is a quarterly paragraph reporting the
rate of return.

I am not complaining about the fact that there are hedge funds, or about their popularity.
My point is simply that the level of risk borne by investors is being systematically raised,
often unknowingly and at a time when many valuations are quite high.



Comparison against low interest rates makes low earnings yields and dividend yields
seem tolerable. Likewise, low rates increase the discounted present value of companies
future earnings as calculated by valuation models. For these reasons and others, many
valuation indicators are at levels today which have proved dangerous and unsustainable
in the past. Just as today's low interest rates are pushing investors toward riskier
securities all along the "food chain" described above, however, this sword can also cut
the other way.

1

Warren Buffet said, in one of my favorite adages, "The less prudence with which others
conduct their affairs, the greater the prudence with which we should conduct our own
affairs." Another adage I'm fond of is, "What the wise man does in the beginning, the
fool does in the end." No course of investment action is either wise or foolish in and of
itself. It all depends on the point in time at which it is undertaken, the price that is paid,
and how others are conducting themselves at that moment.

When everyone shrinks from a security because it's "too risky," the few who will buy it
can do so with confidence, secure in the knowledge that the price has not been bid up,
and in the likelihood that others will eventually outgrow their fear and jump on the
bandwagon. Today, many prices have been bid up, and the bandwagon is already
crowded with wild-eyed investors.

It is my view that, first, few of the trends being pursued are at their beginnings; money
has been flowing to today's popular sectors for at least a year or two. Second, while some
may argue that prices are not forbiddingly high, it's almost impossible to argue that
they're very low (or that the easy money hasn't already been made). Third, it seems to me
that investors are accepting higher levels of risk throughout the system.

Here's one illustration: Our cautious high yield investing saved clients a lot of money
and heartache in 1989 and 1990. Because we apply in-depth, downside-conscious credit
analysis to the high yield segment of the bond market, and define it narrowly, investors
who were chastened by the last decline and don't want to bear the full brunt of the next
one have hired us repeatedly in the years since. Now, however, we detect increased
interest in more "eclectic" managers who will buy cash-paying or non-cash-paying bonds,
going concerns or bankruptcies, convertible or straight bonds, and U.S. or foreign debt.
This is just one example, near to us, of the new acceptability of risk -- at what just might
be the wrong time.

Too-low interest rates and too-high prices may prove at some point to have set the stage
for a correction. If so, many of the riskier tactics to which recent trends are pushing
investors will increase the extent to which that correction is felt. What course of action,
then, would we argue for?

We do not preach risk-avoidance. In fact, the knowing acceptance of risk for profit is
at the core of much of what we do, and we feel there is an important role today for
investing which is creative and adaptable. But we would take this opportunity to exhort
you to review most critically the risk associated with your current and contemplated



investments, and not to be among those who uncritically joined the trend toward risk.
Whatever investment opportunities you decide on, we would encourage you to stress
thorough appraisal of the risks entailed and cautious implementation.

What is it that distinguishes the investment opportunities we’d suggest you pursue
today? Not just the offer of high returns, but of returns which are more than
proportionate to the risk entailed. The reason we champion inefficient markets (such
as the high yield bonds, convertibles and distressed debt we're involved with) is that there
exists by definition the potential, if exploited correctly, for an uncommonly favorable
ratio of return to risk.

Exploitation of opportunities in inefficient markets; insistence on preserving capital;
refusal to pursue maximum return at the cost of maximum risk; specialization
rather than dabbling; heavy emphasis on careful analysis; use of less-risky senior
securities -- these themes have been the cornerstones of our approach over the years.
They remain highly relevant and should continue to be pursued by all of us,
especially at this point in the cycle.

February 17, 1994
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Memo To:  Clients
From: Howard S. Marks, TCW

Re: "Risk in Today's Markets" Revisited

Seven weeks ago, we put out a memorandum entitled "Risk in Today's Markets." Its
essence was that the excellent returns earned in risky strategies through 1993 had eroded
the fear factor in many markets and, coupled with the low yields available on
conservative fixed income investments, had caused many investors to take "one giant step
forward" on the risk curve. It also pointed out that just as declining rates had acted to
raise prices and generate good returns, rate movements could cut the other way too.
Lastly, it cautioned that when others are acting imprudently, driven by greed and without
much fear, it is important that we raise our level of prudence.

Unfortunately, the events of the intervening seven weeks have shown these observations
to be in order. It is the purpose of this follow-up memo to review the developments of
the intervening time period, attempting to make sense out of what has happened and
searching for lessons that can be drawn. It's about understanding basics of investing
which don't come and go.

The current "correction" dates from February 4, when the Federal Reserve Bank raised
short term interest rates a small amount in order to choke off inflationary thought and
action. The air quickly came out of the bond markets, and the decline has been swift and
deep. Although there were good days for a while as well as bad, the bond market never
did recover its equilibrium once the rate rise had begun. The yield on the 30-year
Treasury bond rose from 6.21% on January 28 to 7.40% on April 4, with its price falling
14%, from 100.41 to 86.22. The decline spread quickly to other asset classes, and many
investors in riskier strategies suffered harsh consequences.

Some observers protest that economic and industry fundamentals continue to be
favorable. But those positive developments had come to be valued too highly, and the
resulting correction of valuations has been painful. It's important to note the first lesson,
then: successful investing has at least as much to do with what you pay for an asset as it
does with what that asset's fundamentals are.

But why did the Fed's half-point bump up in short rates cause such devastation? First, of
course, even a small step in terms of policy-related tightening implies there may be much
more to come. More importantly though, the move suddenly took a big bite out of
investors' optimism and reawakened their fear. Through January, investors acted as if
nothing could go wrong. That first rate rise served to remind them that something could
go wrong -- and had. Thus there has been a swing back from a euphoric extreme.

After the Fed's raising of rates opened their eyes to the negatives, investors also took
notice of the tensions with Korea, Japan and China, the strength of the yen, and



uncertainty over Whitewater. At the same time, Mexico's stock market had its own
correction, in reaction to the assassination of the leading presidential candidate. The
important lesson to be learned here is that whenever market participants act as if nothing
can go wrong (or right), that represents an extreme swing of psychology -- of the
pendulum we wrote about in April 1991 -- that must be recognized for what it is and
acted on. As Roseanne Rozanadana used to say on Saturday Night Live, "it's always
something." Investment actions predicated on everything continuing to go well are
bound to fail.

If the spark that set off the decline in bond prices was the rate increase, why did the
slump spread to so many other markets, including equities, foreign bonds, and
commodities? Where were the benefits of strategic diversification? I would respond
citing the following factors:

- First, interest rates affect the value of everything. Investing consists of putting
out money today in order to get more back at a later date. The "discounted
present value" of the projected future proceeds varies inversely with the
current level of interest rates. Simply put, when rates rise, the present value of
a future dollar declines.

- Another reason the impact of rates is broad stems from the fact that, as I was
once told by sid Cottle (of Graham, Dodd and Cottle fame), "Investing is the
discipline of relative selection." That is, the attractiveness of X is in part a
function of the price of y. If bonds cheapen and thus come to promise higher
prospective returns, stocks (or any other asset) will appear relatively less
attractive at their old prices and thus must cheapen as well in order for their
prospective returns to regain competitiveness versus those of bonds.

- Further, it used to be, for example, that Americans determined the prices of
U.S. stocks based on U.S. economic developments and Europeans determined
the prices of European stocks based on European developments. These were
local markets then, and they behaved differently. Today, investing is more
globalized, and the prices of assets in different countries are determined by
many of the same people, who may respond in common to fundamentals and

psychology.

- The last reason many assets have moved together is that in this particular
episode, many hedge funds managers (who, as we will discuss later, appear to
have had a disproportionate impact on recent events) were forced by their
increased capital to invest aggressively in macro-trends spanning national
borders. This small group of hyper-active investors may have hooked markets
up to an unusual degree.

For these reasons and others, asset prices may prove more highly interconnected than one
had expected.



The most noteworthy feature of the recent correction may be the role of some prominent
hedge fund managers. It was reported on February 25 that George Soros's Quantum Fund
had lost $600 million on its yen position in one day. On April 1, we read that Michael
Steinhardt had lost $1 billion of his $5 billion under management, due largely to the drop
in bond prices, and that in the last two months, investors in Askin Capital Management's
Granite Funds may have lost 100% of their $600 million capital in mortgage backed
securities.

Hedge funds occupied a meaningful part of our February 17 memo because they were felt
to exemplify (to a power of ten) the risk-tolerant behavior of investors in general. Thus
their subsequent experience can offer us some valuable and highly magnified insights.
The important observations, applicable to all investment behavior, are as follows:

- Words alone mean very little. Just as "portfolio insurance" turned out in the
1987 Crash not to insure much, today's startling losses indicate that many
"hedge funds" don't really hedge enough to make a difference, and that the
Granite Fund, which described itself as "market neutral," was anything but.

- Following from the above, we are reinforced in the belief that some investors
don't know what their managers are doing, or how much risk they're taking.
As one "fund of funds" which had invested in the Granite Fund told the Wall
Street Journal, "It's unbelievable. This was touted as a low-risk, low-
volatility, market-neutral investment. We were clearly misled." Only by
really knowing what a manager does can you be sure he is right for you,
but this often comes down to whether the manager truly understands his
market, describes it accurately and does what he says he will -- things that
can't be assessed from a marketing brochure.

- Investment strategy really is a two-edged sword, and he who lives by an
aggressive strategy usually can die by it. It proved possible for investors to
become too comfortable with volatility -- when it was on the upside and called
"profit." Volatility is a lot less enjoyable when it turns to the downside, but
it's the flip side of the same coin.

- The outcome can actually be worse than symmetrical when incentive fees are
involved, as Jan Greer of William Simon & Sons points out. That's because
while hedge fund managers took 20% of last year's big profits, they won't
replace a like percentage of subsequent losses. Usually, due to the
peculiarities of the math, if a portfolio is up 50% one year and down 33% the
next, it's back to where it started. But if the manager takes a fifth of the 50%
gain in year 1, a 33% decline in year 2 will leave it 7% under water.



- As an experienced corporate director told Forbes a few years ago, "I no longer
expect people to do what I tell them to do; I've learned they only do what I
pay them to do." But while a hedge fund manager may have his reputation
and some capital at stake, as to fees he is in a heads-we-win-tails-you-lose
position. For a manager who is paid a percentage of the profits on a one-year-
at-a-time basis, a single year of investing aggressively enough at the right time
can make him rich for life. Thus managers should be entrusted with
incentive fee arrangements only if they can truly be counted on to add
significant value which is not accompanied by proportionate risk.

- Volatility + leverage = dynamite. Only now do we see articles pointing out
(after the fact) that if a hedge fund borrows short to buy long Treasury bonds
with 6% "down," a 1% rise in the bonds' yield will wipe out 100% of the
equity in the position.

- When volatile securities have been bought on margin, sale may be forced
if the investor can't come up with more capital during a decline. This is a
big part of what put the Granite Fund under. If you own securities without
borrowing, you may experience a price drop -- which will hopefully prove
temporary -- but you can't be put out of the game.

- One characteristic of many inefficient markets is some measure of illiquidity.
Thus when sales are forced in a chaotic market -- whether by margin calls,
client withdrawals or cold feet -- they can have the effect of contributing to or
exacerbating the decline. Often in this environment, the manager's choices for
liquidation will be limited to his highest quality and most marketable
holdings. In this way, forced sales can easily contribute to a deterioration
of portfolio quality. When the Granite Fund received margin calls, its
manager could only get reasonable bids for securities which perform well
when rates rise. Selling them cost the fund its hedge.

The prominent hedge funds that attracted the recent attention -- favorable in 1993 and
less so this year -- are multi-billion-dollar entities which, because of their size, often
invest not in the undervalued micro-situations on which their early records were built, but
in macro-phenomena all around the world. Thus they provide an important object lesson
to which we want to point.

These funds are run by managers who pursue aggressive returns through the use of highly
leveraged and thus volatile positions in large markets, some of which, such as Treasury
bonds, are relatively efficient. In this sense, they represent the opposite of what we
espouse.

Our approach emphasizes the low-risk exploitation of inefficient markets, as
opposed to aggressive investment in efficient ones. We restrict ourselves to markets
where it is possible to know more than other investors. We put avoiding losses ahead of
the pursuit of profits. And we do not seek to employ leverage.



Inefficient markets must by definition entail illiquidity and occasional volatility, but we
feel unleveraged and expert investment in them offers investors with staying power the
best route to high returns without commensurately high risk.

And we also feel investors who are capable of observing clinically can learn some
valuable lessons from the current episode. We look forward to learning along with you.

April 11, 1994
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To: Clients
From: Howard Marks
Date: July 15, 1994

Subject:  "How Does an Inefficient Market Get That Way?"

In an efficient market, the actions of intelligent, informed, diligent and objective
investors cause assets to be priced fairly based on the available information such that
their prospective returns are in proportion to their risk. No bargains are available, and the
only way to increase expected return is to take on more risk.

But in an inefficient market, this process breaks down. The prerequisites for efficiency
are not fully satisfied, and thus prices are able to diverge from what they "should" be.
Some assets become overpriced and others underpriced. Profits can be earned by
applying skill, not just for bearing risk. It becomes possible to consistently achieve
superior risk-adjusted returns.

But how does a market get that way? There are many possible reasons. Maybe most
investors ignore the market niche because it is little known. Perhaps information is
skimpy or unevenly disseminated. Market infrastructure may be under-developed, so
trading difficulties scare investors away. Maybe there's no trade reporting, so Seller A
doesn't know what B got just a few minutes earlier and settles for less. The list of
possible reasons goes on and on, but we have our own favorite: Investors fail to act
objectively and dispassionately.

An efficient market must be unbiased. That is, the participants must be motivated just by
economics and willing to either buy or sell depending on price. If every owner wants to
(or must) sell a given good and won't become a buyer no matter how low the price goes,
the price of that good can fall below the "fair" level and it will become possible to find
bargains. Conversely, prices can go too high when everyone wants to own something . . .
whether it's tulip bulbs, South Sea pearls or nifty-fifty stocks.

And that brings us to the high yield bond market which remains, in our opinion,
decidedly inefficient. High yield bonds continue to offer 350-400 basis points more yield
than "riskless" Treasury bonds to compensate for the risk of losing 50-150 basis points
per year to credit problems. And high yield bonds have the best performance record of
any major sector of the fixed income universe for virtually every period through today.
One would certainly expect these facts to attract buyers and raise prices.

In 1984, I was sure this market would become efficient in five years. But it hasn't done
so ten years later, despite the high historic and prospective returns. Why haven't enough
buyers stepped forward to eliminate the excessive risk premium, render these bonds
fairly priced and correct the inefficiency?



The answer, we feel, is simple: investors continue to be unfairly prejudiced against
them. Not every investor, clearly, but enough big players to create a buyers' market and
tilt the opportunity in favor of those who are willing to participate.

Prove it, you say? Well, this memo was occasioned by an article in "Pensions &
Investments" reporting consultant SEI's recommendation that pension plan sponsors
invest 10% to 30% of their fixed income portfolios in high yield bonds. As I went
through the article, my reaction was that it was a great selling piece for our market sector
-- not just SEI's recommendation, but what the article demonstrated about investor
attitudes.

According to the article, SEI feels "a sponsor could add about 20 basis points of return
without adding risk by putting 10% of its fixed income portfolio in high yield, or junk,
bonds." And that's after SEI "tried to be as conservative as possible in its assumptions."
I'm sold! But the article goes on to show how a market can be biased against an asset
class:

. . . High yield is perceived as a way to add diversification, but is not well-
received by clients. "Not a lot of our clients are opting to use them . . . .

We work with some clients who just plain don't want them in their
portfolio." (Callan)

Because of the negative publicity surrounding high yield bonds around the turn of
the decade, plan sponsors either are wary of investing in them, or are afraid of
being associated with them. (Pensions & Investments)

Some plan sponsors may be limited by plan guidelines to investment-grade
securities, . . . Other sponsors may be wary of junk bonds because of the market's
well-publicized collapse in 1989 and 1990, and the securities' association with
Michael Milken and the now-defunct bond house Drexel Burnham Lambert.
(SEI)

If we're going to worry about a collapse, I hope it'll be one looming ahead, not one which
occurred five years ago. The asset class that collapsed in the past is likely to be cheap,
not to be riding a crest of popularity and thus heading for a fall.

But too many investors drive looking in the rear-view mirror. As someone at my former
place of employment once told clients, "We're buying the oils; they've been good to us."
We'd rather buy what has performed badly or is the subject of negative bias and thus is
cheap. We feel strongly that high yield bonds qualify today, and we'd be glad to talk
more about them, or about the opportunities in other areas.
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Memo to:  Oaktree Clients and Friends
From: Howard Marks

Re: How the Game Should Be Played

One of the questions asked most often in connection with our leaving to form Oaktree -
- perhaps second only to "where'd the name come from?" -- is “why did you do it?"

The answer is that we concluded we had an opportunity to create our own investment
management firm, all of which would run our way, according to our philosophies,
beliefs and standards.

But what do we mean when we say "our way?"

Well, an article about sports in the April 2 New York Times Sunday Magazine provided
an excellent metaphor through which to illustrate the point. In it, the author wrote of
Babe Ruth that he represented

... The Credo of the Home Run: A man can never be faulted, even if he's
wrong, for the bold, aggressive action in pursuit of victory; a real man
must be willing to strike out, to go down swinging.

I believe this is the way much of the investment world thinks, but it's the opposite of what
we believe in. In fact, I wrote a memo in 1990 to take issue with a money manager who
justified his poor recent performance by saying "If you want to be in the top 5% of money
managers, you have to be willing to be in the bottom 5%, too."

"Our way" is never to tolerate poor performance, and certainly not to consider it an
acceptable side-effect of swinging for the fences. While we strive to be somewhat above
average each year, our philosophy mandates that we put the greatest emphasis on trying to
avoid losing our clients' money.

And that brings me to what I feel is a much more appealing sports metaphor, which I
clipped from the Wall Street Journal in 1992 but never had occasion to cite until now: the
story of golfer Tom Kite. The article was about Kite's having won a major tournament, but
the part that interested me dealt with his record up to that time:

The bespectacled 42-year-old had won ... over the past 20 seasons some $7.2
million in official prize money, more than any other golfer -- ever. But [he
had never before won] one of the sport's "majors" (the U.S. and British
Opens, Masters and PGA Championship).



That's the way we think it should be done: by consistently finishing in the money, but
with no need for headline-grabbing victories. What we think matters isn't whether
you hit a home run or win the Masters on any given day, but rather what your long-
term batting average is.

Many money managers, it appears, believe either (a) that they really can predict what's
in store for the markets and which issues will do best, or (b) that their clients expect
them to be able to, and to act as if they can. Thus they swing for the fences each year
with a portfolio which will earn big rewards if their forecasts are right ... and vice versa.

The record suggests very few managers truly know what the future will bring, and yet
many keep trying to make money through stock picking and market timing in even the
most efficient markets. When their holdings appreciate, they recount their insights and
take credit, never admitting when they've been right for unforeseen reasons. When
they're wrong, they complain about the circumstances that conspired against them and
explain that they were fundamentally right but just off in terms of timing or betrayed by
chance. Then they go on espousing new predictions without ever publishing a
scorecard from which to judge their record as forecasters.

Our response on this subject is simple:

(1) We accept that we're among the many who do not know what the big-picture future
holds.

(2) It is for this reason that we choose to work in inefficient markets where
specialization, skill and hard work can add value and lead to above-average
performance over time.

(3) Lastly, we feel that because we're not clairvoyant, it's important to acknowledge our
limitations and put the highest priority on avoiding losses, not executing bold
strategies.

I was raised on an adage which had good things to say for "he who knows and knows he
knows" but warned about the danger of following "he who knows not but knows not he
knows not.” Or, as expressed in my favorite quotation, from Stanford behaviorist Amos
Tversky,

... It's frightening to think that you might not know something, but
more frightening to think that, by and large, the world is run by people
who have faith that they know exactly what's going on.

We never forget how risky it is to join that group. Thus our "game plan" is directed
at avoiding strikeouts and building a high batting average over time, not at hitting a
home run each trip to the plate.

May 26, 1995
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Memo To: Oaktree Clients
From: Howard Marks
Re: The Value of Predictions II (or "Give That Man a Cigar")

Date: July 22, 1996

In a February 1993 memo entitled "The Value of Predictions," I expressed my negative opinion of
attempts to predict the macro-future. Now, to follow up, I've examined a handful of semi-annual
Wall Street Journal economic surveys ['ve been stashing away. Please note that this was not a
scientific study; my sample was limited to the contents of my desk drawer. The conclusions are
interesting nevertheless.

First, can accurate forecasts be made? The record shows the predictions of the Journal's
average "expert" to have added little value in terms of predicting the future. The table below

shows the wide margin by which the consensus missed the mark.

90-day bill rate  30-year bond rate Yen/$

December '93
12-Month Prediction 3.7% 6.4% 115
December '94 Actual 5.7 7.9 100

December '94
6-Month Prediction 6.5 7.9 104
June '95 Actual 5.4 6.6 85

December '94

12-Month Prediction 6.4 7.6 107
December '95 Actual 5.1 5.9 103
June '95

6-Month Prediction 54 6.6 89
December '95 Actual 5.1 5.9 103
June '95

12-Month Prediction 5.3 6.6 92
June '96 Actual 5.2 6.9 110

December '95
6-Month Prediction 4.9 6.0 105
June '96 Actual 5.2 6.9 110



On average, these predictions were off by 15%. In the three sets of half-year data I had
available, the average expert forecaster couldn't even get closer than 96 basis points when
attempting to predict the level of long rates six months out! And missing long rates by 96 basis
points implies missing the price of the $1000 long bond by $120.

Second, are these forecasts of any value? My limited survey shows the average forecast
published by the Journal has not been helpful. The key isn't whether the forecasters accurately
predicted the level of the parameters but, (since you make money by anticipating change), whether
they were right about the likelihood of significant change and its direction. That these forecasts
weren't of value can be seen clearly in the following table, which looks at changes rather than
levels.

90-day bill rate  30-year bond rate Yen/$
December '93 12-Month
Predicted Change + 60 b.p. + 10 b.p. +3
Actual Change +260 b.p. +160 b.p. -12
December '94 6-Month
Predicted Change + 80 b.p. --0-- +4
June '95 Actual -30 b.p. -130 b.p. -15
December '94 12-Month
Predicted Change + 70 b.p. -30b.p. +7
December '95 Actual - 60 b.p. -200 b.p. +3
June '95 6-Month
Predicted Change --0-- --0-- +4
December '95 Actual -30b.p. -70 b.p. +18
June '95 12-Month
Predicted Change - 10 b.p. --0-- +7
June '96 Actual -20 b.p. +30 b.p. +25
December '95 6-Month
Predicted Change -20 b.p. + 10 b.p. +1
June '96 Actual --0-- +100 b.p. +7

As the table shows, it's not that the forecasters were always wrong; when there was little change,
they were often right. It's just that in times of major changes, (when accurate forecasts would've
helped one make money or avoid a loss), the forecasters completely missed them. In the years
reviewed, the expert consensus failed to predict all of the major developments. Included here are
interest rate increases of 1994 and 1996, the rate decline of 1995, and the massive gyrations of the
dollar/yen relationship. In summary, there simply hasn't been much correlation between predicted
changes and actual changes.



Third, where do these forecasts come from? The answer is simple: If you want to see a high
correlation, take a look at the relationship between current levels and predicted future levels.
The table below, which does just that, shows a remarkably better "fit."

90-day bill rate 30-year bond rate Yen/$
December '93 Actual 3.1% 6.3% 112
12-Month Prediction 3.7 6.4 115
December '94 Actual 5.7 7.9 100
6-Month Prediction 6.5 7.9 104
December '94 Actual 5.7 7.9 100
12-Month Prediction 6.4 7.6 107
June '95 Actual 5.4 6.6 85
6-Month Prediction 5.4 6.6 89
June '95 Actual 5.4 6.6 85
12-Month Prediction 53 6.6 92
December '95 Actual 5.1 5.9 103
6-Month Prediction 4.9 6.0 105

Now that's a correlation! On average, the predictions were within 5% of the levels which
prevailed at the time they were made. When rates were low, the experts predicted that they would
stay low; after rates rose, they were expected to stay high. High dollar/yen exchange rates brought
high dollar/yen forecasts, and vice versa. There's no question about it: each consensus forecast
represented a near-extrapolation of then-current levels. Like many forecasters, these economists
were driving with their eyes firmly fixed on the rearview mirror.

On the one occasion, in 1994, when the consensus of forecasters was bold enough to venture a
prediction for short rates which differed substantially from the then-current levels, they got even
the direction of the subsequent change wrong. The problem is that, rather than extrapolate the
year-end 1994 level, they extrapolated the 1994 trend, which reversed in 1995.

In general, we can say with certainty that these forecasters were much better at telling us
where things stood than where they were going. This bears out the old adage that "it's
difficult to make accurate predictions, especially with regard to the future." The
corollary is also true: predicting the past is a snap.

And using the prevailing levels to predict the future would have been just about as effective as
the average forecast. The prevailing levels differed from the future levels by 16% on average,
while the consensus prediction erred by 15%.



Fourth, can't anyone get it right? It is absolutely not true that nobody makes accurate
forecasts. Every six months, when the Journal reports on a new survey of forecasts, it takes the
opportunity to cite the forecaster in the previous survey who came closest to accurately
predicting the three financial indicators shown above plus the change in GNP and CPI. It prints
the winner's picture and lauds the unique insights which led to the accurate forecasts.

And the truth is that the winner's accuracy is often startling, as shown in the following table with
regard to what we consider the most important of the indicators, the interest rate on the 30-year
Treasury bond. Each time, the winner's forecast was quite close to the actual and much more
accurate than the consensus.

Susan Sterne James Smith Michael Cosgrove

Economic Anal. Assoc. Univ. of No. Caro. The Econoclast

December 1994 June 1995 December 1995
Winner's Prediction 6.80% 6.05% 6.90%
Subsequent Actual 6.62 5.94 6.89
Consensus Prediction 7.92 6.60 6.00

Looking at the winning forecasters' results shown above, one might even be tempted to
conclude that accurate predictions are in fact achievable.

Fifth, then why do I remain so negative on forecasters' ability? The important thing isn't
getting it right once. It's doing so consistently.

The table below shows two things that might make you think twice about heeding the winners'
forecasts. First, they generally failed to make accurate predictions in surveys other than the one
they won (shown in bold). And second, in the surveys they didn't win, their forecasts were much
more wrong than even the inaccurate consensus half the time.

December 1994 June 1995 December 1995
Susan Sterne 6.80% 6.00% 5.00%
James Smith 7.40 6.05 5.55
Michael Cosgrove 7.50 7.70 6.90
Consensus Prediction 7.92 6.60 6.00
Subsequent Actual 6.62 5.94 6.89

As the Journal itself pointed out in reviewing the results of the December 1995 survey:

.. .by giving up the comfort of the consensus, those on the fringes of the
economic prediction game often end up on the winning or losing end. James
Smith of the University of North Carolina and Susan Sterne of Economic
Analysis Associates, the winners six months and one year ago, respectively,
didn't even get the direction of interest rates right this time. The same
happened last year to



Wayne Angell of Bear, Stearns Securities Corp., the winner before them ....
(Emphasis added)

An interesting pattern emerges from the data shown above. In all three surveys, Ms. Sterne's
prediction was the lowest of the three experts and Mr. Cosgrove's was the highest. One way to
get to be right is to always be bullish or always be bearish -- if you hold a fixed view long
enough, you may be right sooner or later. And if you're always an outlier, you're likely to
eventually be applauded for an extremely unconventional forecast that correctly foresaw what no
one else did. But that doesn't mean your forecasts are regularly of any value.

A lot of adages fit this data. I've heard it said that "even a blind squirrel occasionally finds an
acorn," "a stopped clock is right twice every day" and "if you put enough monkeys in a room
with typewriters, eventually one of them will write the Bible."

I feel the sum of this data shows that it's possible to be right about the macro-future once in a
while, but not on a regular basis. It doesn't do any good to possess a survey of 64 forecasts that
includes a few which are accurate; you have to know which ones they are. And if the accurate
forecasts each six months are made by different economists, it's hard to believe there's much
value in the collective forecasts.

By the way, there's an important analogy to be drawn here: Efficient market advocates don't say
it's impossible to beat the market; lots of people do it every year. (Remember, half the
observations in any sample are above the median.) They only assert that no one can consistently
do so in risk-adjusted terms.

Finally, can macro-forecasts be used to gain an advantage? I pointed out in my 1993
memo that most of the time, you can't get superior results with inaccurate forecasts or with
accurate forecasts that reflect the consensus. (This is because the consensus view of the future
is already embedded in the price of an asset at the time you buy it). To bring above average
profits, a forecast generally must be different from the consensus and accurate.

But, as I described in 1993, it's difficult with regard to a non-consensus view of the future (1) to
believe in it, (2) to act on it, (3) to stand by it if the early going suggests it's wrong, and (4) to be
right. Those who invest based on fringe predictions are often wrong to an embarrassing and
costly extent.

At Oaktree, we don't spend our time attempting to guess at the future direction of economies,
rates and markets, things about which no one seems to know more than anyone else. Rather, we
devote ourselves to specialized research in market niches which others find uninteresting,
unseemly, overly complicated, beyond their competence or not worth the effort and risk. These
are the inefficient markets in which it is possible to gain a "knowledge advantage" through the
expenditure of time and effort. They also happen to be markets in which micro factors relating
to companies, assets and securities matter the most. This is where it's possible to find bargains,
and only bargain purchases can be counted on to dependably lead to returns which are above-
average relative to the risk entailed. We say "we try to know the knowable'" -- and that
doesn't include the macro-future.
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Memo to: Oaktree Clients and Friends
From: Howard Marks

Re: Will It Be Different This Time?

One of my favorite articles, "Why This Market Cycle Isn't Different" by Anise C. Wallace,
appeared in the New York Times. It skeptically recounted the rationale being advanced why a
traditional correction of the stock market's meteoric rise need not take place. Among the reasons
cited were (1) the outlook for continued economic growth, given that the economy had learned
how to correct itself painlessly, (2) hope for return to a gold standard, (3) optimism regarding
world peace, (4) the likelihood of continued buying of U.S. stocks by foreign investors piling up
dollars with no better place to go, and (5) the fact that stocks were not overvalued compared to
other assets, which had also appreciated.

This was the optimists' argument. But its flaws became apparent almost immediately after the
article was published ... on October 11, 1987. By the close on October 19, the market had fallen
by 30%. So much for the bulls' predictions!!

And so much for predicting a future markedly different from the past. The article pointed out that
some of the arguments did have some truth to them, but it also cited John Templeton's assessment
that people who say things will be different are right only one time out of five. The hard part is
knowing which times those are.

All of this was called to mind ten days ago by an article on the front page of the Wall Street
Journal. Entitled "The Business Cycle is Tamed, Many Say, Alarming Others," it recounts the case
currently being made for this remaining a continuous, recession-free economic expansion. As its
lead paragraph says,

From boardrooms to living rooms and from government offices to trading
floors, a new consensus is emerging: The big, bad business cycle has been
tamed.

The current expansion, at 67 months, has already far exceeded the postwar average.
Nevertheless, 51 of the 53 "top economists" surveyed by Blue Chip newsletter (my favorite
experts and the subject of my July 22, 1996 memo) predict growth next year of 1.5% or more.
And the University of Michigan survey finds that among consumers, more expect five more good
years than expect bad times to emerge.

The Chairman of Sears states "There is no natural law that says we have to have a recession."
According to Amoco's Chairman, "I don't see any reason to believe [the recovery] can't go on until
the turn of the century." Sara Lee's CEO says "I don't know what could happen to make a cyclical
downturn." (For a few more quotes like these, see page three.)



The article goes on to cite the arguments behind this year's version of "this time it'll be different."
First, because the recovery has been wishy-washy to date, there is no "boom" to "bust." Second,
today's enhanced pace of business has been accommodated more through flexibility and efficiency
than through brick-and-mortar expansion and inventory building. Third, the service economy has
largely supplanted the more cyclical manufacturing sector. Fourth, globalization of the economy
will enhance geographic diversification and provide new sources of demand for goods.

Similarly, we all hear lots of reasons why today's high stock market valuations aren't dangerous and
no correction is required. These include the inevitability of 401(k) inflows; the steadfastness of
mutual fund investors; the shortage of stocks which will result from corporate buybacks (in 1987,
the shortage was going to result from the privatization of companies via leveraged buyouts); the
vast opportunities presented by technology and the Internet; the improved profit stance of business
after years of downsizing and cost-cutting; the fiscal responsibility imposed on government and the
resulting favorable outlook for the deficit; and the irrelevance of dividend yield and other
traditional valuation parameters. As always, the list appears to grow longer as higher levels are
reached on the Dow.

But I recoil any time I hear a prediction that trees will grow to the sky, or that centuries of
history are irrelevant. When I hear people say the valuation measures of the past no longer
matter, [ think John Kenneth Galbraith put it well, stating that in a speculative episode,

Past experience, to the extent that it is part of memory at all, is dismissed as the
primitive refuge of those who do not have the insight to appreciate the incredible
wonders of the present. (A Short History of Financial Euphoria, Viking, 1990)

And I feel cyclicality is one of the few constants in the economy and markets. Cycles are the
result of human behavior, herd instinct and the tendency to psychological excesses, and these
things are unlikely to evaporate. Galbraith cites "the extreme brevity of the financial memory" in
explaining why markets are able to move to extremes of euphoria and panic. And few adages have
been borne out as often as "What the wise man does in the beginning, the fool does in the end." It
is rare for trends to be curtailed at a reasonable point before swinging to the excesses from which
they invariably correct.

Today, there are some signs just as worrisome as the bullish arguments are constructive. We
detect the decline of skepticism and discipline and the aggressive extension of credit which
regularly precede corrections. Capacity expansion has been strong in some industries, and
construction seems about to resume. Consumer debt, default and bankruptcy are all at high levels.
Prices being paid in acquisitions are once again high. There's too much money chasing too few
deals. The stock market is exhibiting unusually narrow "breadth" (e.g., with the Dow up 76 points
today to 6547, another record, half of all stocks were unchanged or down). Every cocktail party
guest and cab driver just wants to talk about hot stocks and funds.

And there's a final factor I want to mention: capitulation. This is the word I use to describe
investor behavior late in cycles. Investors hold to their convictions as long as they can, but when
the economic and psychological pressures become irresistible, they surrender and jump



on the bandwagon. Given years of above-average performance by stocks, many investors are now
increasing their commitments to equities. A few weeks ago, we learned of an extreme example, a
foundation whose long-term 80% allocation to bonds had been shown to be sorely out of step, so it
threw in the towel and went 100% to equities. Capitulation like this adds to the strength of the trend
(for a while), but it also increases the level of danger. First, it indicates the advanced age of the cycle;
second, it can cause investors to take positions for which they are unsuited; and third, when the last
investor has taken his or her maximum equity position, who's left to power a subsequent rise?

As you know, we don't consider ourselves good macro-forecasters (or even people who believe in
forecasting). So we certainly are in no position to say when the recession or market pullback will
start, how bad it will be...or even that there definitely will be one. But we think we're unlikely to be
proved wrong if we say cyclicality is not at an end but rather is endemic to all markets, and that
every up leg will be followed by a down leg.

In 1988, when we marketed our first distressed debt fund, the greatest obstacle we faced was a
somewhat widespread belief that there would be no recession and we'd have nothing to do. The theory
then was that because of "rolling corrections" of individual industries and regions, the entire economy
would never again decline all at once. The Times's 1987 article said that according to some investors,
"the prolonged slow-growth environment would not necessarily be followed by a recession." But, of
course, a recession did develop in 1990 (one of the worst since the Depression), we got very busy in
distressed debt, and that 1988 fund produced a gross return of 29% per year.

So we conclude that most of the time, the future will look a lot like the past, with both up cycles and
down cycles. There is a right time to argue that things will be better, and that's when the market is on its
backside and everyone else is selling things at giveaway prices. It's dangerous when the market's at
record levels to reach for a positive rationalization that has never held true in the past. But it's been
done before, and it'll be done again.

"There will be no interruption of our present prosperity.""

"I cannot help but raise a dissenting voice to the statements that ... prosperity in this country
must necessarily diminish and recede in the future."?

“We are only at the beginning of a period that will go down in history as the golden age.””

. . . a0l
“The fundamental business of the country ... is on a sound and prosperous basis.”

! Myron E. Forbes, President, Pierce Arrow Motor Car Co., January 1, 1928
E.H.H. Simmons, President, New York Stock Exchange, January 12, 1928
3 Irving T. Bush, President, Bush Terminal Co., November 15, 1928

* President Herbert Hoover, October 25, 1929

source: Oh Yeah?, Viking Press, 1932



In the interest of full disclosure, I want to mention here that I've been contemplating the
possibility that my views on these matters are too cautious and short-sighted. My conclusion is
that [ am a product of my experience.

Many of us were raised by parents whose views were heavily influenced by living through the
Depression. Likewise, I was baptized under fire during my first five years in the investment
industry, when the shares of the best companies in America -- the "nifty-fifty" -- dropped 70% to
90% in the early 1970s and then the entire market lost roughly half its value in 1973-74.

You have to be more than forty-five years old to have been in the business during that last real
bear market in 1973-74. I've heard it said that today "everyone over forty is terrified by the
market, but most of the people running money are under forty." There's a lot of truth to this, and
it's interesting to note that relatively few of today's investment professionals are in their mid-to-
late forties, a scarcity caused by the tough times in the industry in the 1970s and the resultant
lack of hiring.

Maybe I spend too much of my time worrying about the next bear market; I've been conditioned
to do that. And maybe I'm wrong. But Oaktree's clients needn't worry that we'll manage their
portfolios based on the assumption that a correction is imminent. We believe strongly that "it's
one thing to have an opinion but quite another thing to act as if it's right." So while we take
some defensive steps in portfolios as our caution grows, we're always fully invested and just as
ready for a market rise as we are for a decline.

The bottom line for us is that if Qaktree can continue to match and beat the indices in our
inefficient markets despite an overlay of protection against risk that could prove
unneeded, I think we're adding real value. That has been our history, and it certainly
remains our goal.

November 25, 1996
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Memo to: Oaktree Clients and Friends
From: Howard Marks

Re: Who Knew?

For years, I've railed against people who claim they know what the future holds. And yet,
in my last memo on September 3, 1997, I may actually have made a correct prediction, as
follows:

What could cause a market decline? A drop in investor confidence -- perhaps the
commodity that's most freely available today -- would likely be the key, but the
reason is hard to foresee.... The next surprise might be geopolitical (oil embargo,
war in Korea), economic (tight money, slowing profit growth) or internal to the
market (competition from bonds at higher interest rates, discovery of a fraud), but
it's most likely to be something that no one has anticipated -- including us.

Just the next month, the "Asian meltdown" came into full bloom, with profound
ramifications for stock and bond markets all around the world.

What this shows is that it's easy to be right about the future . . . if you restrict your
predictions to two: (1) something significant is bound to happen eventually, and (2) we
never know what it'll be.

Speaking of what we can know, I was in a client's office in December, cautioning that I
thought we would never reside for long in the investment nirvana of the new paradigm
where inflation, interest rates, economic growth, expanding profits and rising stock prices
stay properly aligned. He said, "I'd think a self-professed non-forecaster like you would
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never say, ‘never’.

My response was, "Maybe it's a result of my sobering experience in the 1970s, but there are
plenty of things I'll say "never" to ... on the negative side: Things will never go right
forever. Investors' fondest hopes will never fail to be dashed eventually. Some
unpleasant surprises will never fail to arise."

This sounds terribly negative, as if I think good things are rare and only bad things are
bound to happen. But if you think it over, I hope you'll conclude I'm not what our Kevin
Clayton calls a "Negative Ned."



I read decades ago that every bull market has three stages:

The first, when a few far-sighted people begin to believe that some
improvement is possible,

the second, when most investors come to agree that improvement is actually
underway, and

the third, when everyone believes everything will get better forever.

If you're going to succeed at all in timing cycles, the only possible way is to act as a
contrarian: catch some opportunities at the bottom, let your optimism abate as prices rise,
and hold relatively few exposed positions when the top is reached. To find bargains at the
bottom, you don't have to think that things will get better forever; you just have to
remember that every cycle will turn up eventually, and that prices are lowest when it looks
like it won't. But it's just as important to avoid holding at (and past) the top, and the key is
not to succumb to the popular delusion that "trees will grow to the sky."

What I think is important is that, although markets can be underpriced or overpriced and
yet go on for months or years to become even more so, it's most prudent to be optimistic
when no one else is, and it can be highly profitable. But it can be dangerous to be
optimistic when everyone else is, and very costly.

All of the above might be interesting, but of course the crucial question is "Where do we
stand today?"

Certainly, the secret's out: something bad can happen -- and has. We see Asian currencies,
economies and perhaps social orders in free-fall. But what strikes me is the fact
that the major U.S. equity indices are just about where they were when I wrote in
September. Our market justifiably benefits from a flight to quality, and it is true that many
of our companies may not be directly affected by the Asian turmoil. But are the people
pricing stocks near all-time highs too optimistic, too pessimistic, or just right?

What amazes me is that even though people say "the market abhors uncertainty," it has
been doing rather well despite the large number of things that no one can pretend to fully
understand.

1) How bad will the Asian crisis get, how far will it spread, what solution is possible, and
what will be the second- and third-order ramifications on our economy and companies?
Will governments topple? Will contracts be abrogated? How many people who are
sanguine about U.S. equities today can answer these questions concerning Asia
(and how can you be the former if you can't do the latter)?



2) Most accounts of the developments in Asia touch on overcapacity, on stiffened
competition from Asian exporters whose prices are now lower in dollar terms because of
devaluations, and on the possibility of deflation in the U.S. Even Chairman Greenspan
thought enough of deflation to mention it last Saturday. And yet, who really knows what
these things might mean for economies and companies around the world? In short, is
deflation good or bad? How can you feel comfortable if you can't answer these questions?

3) A reading of the newspapers in the last few months discloses a steady drumbeat of
earnings disappointments and revived restructurings and layoffs. How strong is our
economy? Are cost increases putting pressure on profits? How much will earnings growth
slow down?

These are all questions that indicate that negatives are present in our investment
environment. But they're always there -- sometimes obvious and sometimes not.

Prices near highs and optimism in bloom -- that's a dangerous combination, especially with
perceived risk on the rise. Peter Bernstein wrote around 1979 that "The great buying
opportunities ... are never made by investors whose happiest hopes are daily being
realized." And yet many of today's investors have only known success, and few appear
seriously chastened by recent developments. This permits me to conclude that this is not a
buying opportunity and, although no collapse need be imminent, the stock market's
best days are behind it for a while.

Or as our client, Mike Herman, wrote in the annual report of the Kaufman Foundation, the
Investment Committee of which he chairs: "It truly doesn't get much better than this -- a
statement which in and of itself should inspire caution, not complacency. If things can't
get much better, logic suggests they can only stay the same or get worse."

My bottom line is that while the best bargains are found when it looks like things can't get
better, bargains are hard to find when things can only get worse -- especially if few people
seem to know it. That's why Oaktree always tries to keep in mind where we stand, to buy
avidly only when fear is at a high level, and to utilize asset classes, strategies and tactics
that prepare us for the negatives that are always lurking out there somewhere.

January 8, 1998
DIJIA =7,802
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Memo to: Oaktree Clients and Friends
From: Howard Marks

Re: Genius Isn't Enough (and Other Lessons from Long-Term Capital Management)

On September 24, The Wall Street Journal carried an excellent front-page article regarding the
inability of the "crack team" of economic policy makers led by Messrs. Rubin and Summers to
halt the slide of the emerging markets' economies and currencies. Heading the column was a

quotation from David Halberstam's account of the U.S. involvement in Vietnam, The Best and

The Brightest:

If there was ever anything that bound men ... together, it was the
belief that sheer intelligence and rationality could answer and
solve everything.

Across the page -- just a few columns away -- was another excellent article, this time on the
subject of Long-Term Capital Management. I think the Halberstam quotation is just as relevant
to this one.

The saga of Long-Term Capital is well known by now. My purpose here is not to discuss the
facts, although I'll do so briefly, but rather the lessons to be learned. Long-Term was the
creation of former Salomon Brothers vice chairman John Meriwether, along with several other
well-respected ex-Salomon Partners, a former vice chairman of the Federal Reserve, and a pair
of Nobel prize winners. It was formed to engage in bond arbitrage, the systematic exploitation
of bond mispricings. By purchasing undervalued bonds and selling short overvalued bonds
affected by similar factors, gains would be earned consistently and without exposure to market
risk. The intellect and accomplishments of Long-Term's managers, and its strong annual
returns, compelled investors to invest and freed them from feeling they had to understand
exactly what the fund did. The fund's approach may not have been fully delineated to
investors, its portfolio was never disclosed, and the managers' actions were not even reported
after the fact; 40% annual returns were enough to keep investors satisfied.

You've probably heard us say that bond investing is a game of inches. So then how was Long-
Term able to earn returns of 40% or more most years? The answer was leverage: they
borrowed enough money to buy bonds worth many times their equity. It is now known that
Long-Term's general partners' cash equity was increased through borrowings to roughly $1.5
billion and paired with $3.1 billion of limited partners' capital. This $4.6 billion of equity was
somehow sufficient to enable Long-Term to hold investments totaling about $150 billion and
long and short positions in derivatives believed to have had an aggregate "notional value" of
$1.25 trillion!



When your investments so greatly exceed your equity, it doesn't take a big drop in security
prices to wipe out that equity. Between August 1 and late September, price declines on all
bonds other than Treasurys, appreciation on Treasury bonds (which Long-Term had shorted to
offset its exposure to interest rates on "long" positions), and declines on equities (it had
invested heavily in takeover stocks) were sufficient to erase 90% of Long-Term's equity.
Further, if margin calls had caused its vast positions to be dumped on the world's unsteady
markets, the proceeds might have been less than the amounts borrowed, causing write-offs at
the banks and brokers that had provided Long-Term's credit and perhaps destabilizing them.
Incredibly, articles about Long-Term describe its possible forced liquidation with phrases like
"threat to the stability of the world financial system ... “ (The Wall Street Journal, September
29). These conditions gave rise to the restructuring and additional investment agreed to by 14
financial institutions. That's the background; now for the lessons.

The techniques employed at Long-Term have been variously described as "rocket science" or
“black box.” Computers were used to scan thousands of securities to detect instances where
historic relationships had been violated and profit could be earned on the return to the norm;
these are referred to as "convergence trades." Assumedly, Long-Term used models to assess
the probability of history reasserting itself and the risk to the overall portfolio of individual
relationships going the wrong way. Thus would they determine the amount of risk and leverage
that could safely be taken on.

In his wonderful book, Against the Gods, Peter Bernstein shows how development of the study
of probability made possible both informed gambling and informed investing (along with other
forms of decision making concerning the future). But the products of this pursuit remain mere
probabilities, or reasonable expectations. Likely events sometimes fail to occur, and unlikely
events sometimes do. Or, as my friend Bruce Newberg says when I get the one improbable roll
of the dice needed to beat him in backgammon, “there can be a big difference between
probability and outcome.” If you are conscious of the difference between a likely outcome and
a certain one, you may not want to bet the ranch.

The same is true in the world of investments; put simply, relationships that are supposed to hold
sometimes fail to do so. This may happen because markets and systems don't work (in the
Crash of 1987, portfolio insurers couldn't get their stop-loss sales off), because external events
aren't fully anticipated (inverse floaters tanked in 1994 because interest rates rose at annual
rates of 600 or 700 basis points that had been considered impossible), or simply because of the
unreliability of the human participants (scared people often fail to step forward with cash at the
times that matter most). A relationship's failure to hold often comes just when faith in it has
reached an excessive level and huge sums have been bet on it. For whatever reason, we have
seen many instances when probabilistic models turned out not to have made sufficient
allowance for an “improbable disaster.”

As Long-Term's Meriwether wrote in his September 2 letter to investors, “the Fund added to its
positions in anticipation of convergence, yet ... the trades diverged dramatically.” In other
words, sometimes things that are cheap just get cheaper and things that are dear get dearer.



For free markets to operate at equilibrium, there must be healthy tension between two
motivating factors: fear and greed. If a participant feels both, greed will push him to take
chances but fear will put limits on the risk he assumes. However, the two are not always in
balance -- one or the other is often in the ascendancy. For the last few years, too little fear has
been present, and greed and risk-taking have dominated. Long-Term's managers' brainpower
may have let them consider their process foolproof, so that they felt too little fear and took on
too much risk. In every era, one prominent participant becomes emblematic, and Long-Term is
likely to be known for a long time as the "poster boy" of the 1990s.

I think investors are always looking for “the silver bullet.” They seek a course of action that
will lead to large profits without risk -- and thus they pursued Nifty-Fifty investing in the
1970s, portfolio insurance in the '80s and market-neutral strategies in the '90s. Often, they
align themselves with "geniuses" who they hope will make it easy for them -- be it Joe
Granville, Elaine Garzarelli, David Askin or John Meriwether.

But the silver bullet doesn't exist. No strategy can produce high rates of return without some
risk. And nobody has all of the answers; we’re all just human. Brilliance, like pride, often
goes before the fall. Not only is it insufficient to enable those possessing it to control the
future, but awe of it can cause people to follow without asking the questions they should and
without reserving enough for the rainy day that inevitably comes. This is probably the greatest
lesson of Long-Term Capital Management. There are others, which I'll review below.

1) As I've written before, "volatility + leverage = dynamite." The main cause of Long--
Term's collapse probably wasn't its security selection, or the declines in its markets, but rather
its leverage. On average, its positions may have declined just a few percent. But when your
assets exceed 25 times your equity, even a 4% price decline is enough to wipe you out.

Nowadays, most people use the word "leverage" interchangeably with "debt." But it's better
understood in the sense I first learned: the extent to which a change in the top line is magnified
by the time it reaches the bottom line. That's why the British call it "gearing." In Las Vegas
they say “the more you bet, the more you win when you win.” They never add

"... and the more you lose when you lose.” Leverage is just a way to let you bet more than
your capital, and it exposes you to more of the good and more of the bad. Leverage can truly
be dynamite.

None of Oaktree's portfolios use leverage to invest more than our capital (although our
Emerging Markets Fund will be able to do so to a limited extent). We have reviewed several
opportunities for leverage, but in the risk-tolerant climate prevailing until recently, we didn't
find base returns worth leveraging up. For example, despite repeatedly being invited to do so
over the last five years, we declined to organize CBOs (leveraged high yield bond portfolios).
This followed from our conviction that leverage should never be used in an attempt to turn
low spreads into wide ones, only to take advantage of already-wide spreads. The
managers of Long-Term used enormous leverage in an attempt to profit hugely from minute
spreads, and it eventually did them in.



2) Hedge funds offer no magic per se. As we described in our April piece on alternative
investments, hedge funds carry only two common threads: private partnership status and a fee
mechanism through which general partners share in net gains. The hedge fund investor's
birthright certainly does not include either high returns or low risk.

But the hedge fund structure can have ramifications which investors (such as Long-Term's)
seem to recognize only after problems arise. Our memo entitled "Risk In Today's Markets"
(February 17, 1994) asked the following about 'til-then successful hedge funds:

With the average stock or bond returning 10-15% last year, how did some
hedge funds make 70% or more? It was through bold and heavily-leveraged
plays ...What would have happened if the managers' calculations had proved
wrong? ... Do the hedge fund aficionados know how much risk they are taking?
For how long are they tying up their money? How much do they know about
the strategies being employed?

We never hope that our warnings will turn out to be needed, but we usually feel it is inevitable.
The case of Long-Term demonstrates that hedge funds represent no panacea and often hold
significant drawbacks. The closed-end structure should be entered into only after the
underlying strategy has been reviewed in depth and confidence in the managers has been fully
justified.

3) “If it seems too good to be true, it probably is." This old saw goes out of style from time
to time, but it makes a comeback each time a get-rich-quick scheme is exposed. Many
"riskless" arbitrage, hedge and market-neutral strategies have turned out to involve more risk
than was let on.

When I was a kid, I saw in a 1930s movie that the Rothschilds built their fortune because their
exclusive use of carrier pigeons allowed them to simultaneously buy a currency at one rate in
London and sell it at a different rate in Paris. That's pure arbitrage: trading the same asset at
different prices at the same time.

But as soon as you deal in different assets that have less than a 100% probability of moving in
tandem, you introduce “basis risk,” or the risk that the assets being arbitraged won't go in the
anticipated directions. That's what killed Long-Term; their bonds' yields diverged when they
were supposed to converge. Historic relationships proved to be less dependable than had been
thought.

4) “It's always something.” That's what Roseanne Rosanadana used to say on Saturday Night
Live, and it's very true -- eventually, something always goes awry. Any course of action which
depends on everything going right is unsafe, but such an expectation has to have been behind
Long-Term’s 25-plus times leverage. Warren Buffet, with his insistence on "margin for error,"
would never make such a bet (although he was willing in the hours just before the restructuring
to join Goldman Sachs and AIG in a low-ball bid of $250 million for Long-Term at a time
when its net worth is thought to have been $600 million).



In “Are You an Investor or a Speculator” (September 3, 1997), we wrote:

What could cause a market decline? A drop in investor confidence -- perhaps
the commodity that's most freely available today -- would likely be the key, but
the reason is hard to foresee. “We're not expecting any surprises,” people
say, and that has become our new favorite oxymoron. Surprises are never
expected -- by definition -- and yet they're what move the market.... The next
surprise could be geo-political (oil embargo, war in Korea), economic (tight
money, slowing profit growth), or internal to the market (competition from
bonds at higher interest rates, discovery of a fraud), but it's most likely to be
something that no one has anticipated -- including us.

When I was a kid, my dad used to joke about the habitual gambler who finally heard about a
race with only one horse in it. He bet the rent money on it, but he lost when the horse jumped
over the fence and ran away. There is no sure thing, only better and worse bets, and anyone
who invests without expecting something to go wrong is playing the most dangerous game
around.

5) “Never confuse brains with a bull market.” When the 1990s began, the economy and the
stock market were at very low levels. As a result, success came easily, risk-bearing paid off
and the highest returns often went to those who took the most risk. They and their strategies
were accepted as the best.

In my opinion, (a) the three ingredients behind success are timing, aggressiveness and skill, and
(b) if you have enough aggressiveness at the right time, you don't need that much skill. But
those who have attained their success primarily through well-timed aggressiveness can't be
depended on to repeat it -- especially in tough times. When an investment track record is
considered, it's essential that the relative roles of these three factors be assessed.

6) Change in the availability of credit is a powerful force, and the longer I'm in the
investment business, the more I respect the role of the credit cycle. For example, although we
hope we added value through our implementation, our 1990 distressed debt funds earned their
50% gross returns largely because (a) fear and the government's actions closed the credit
window, (b) the LBOs of the 1980s couldn't refinance their debt and defaulted in droves, and
(c) that debt could therefore be bought for a song. A significant recession contributed to the
conflagration, but whereas a generous capital market would have let companies finance their
way out of trouble (as they did from 1993 through mid-1998), a tight one brought them down in
1990-92.

The product of lenders is money, and it's their job to move it off the shelves. Because money is
the ultimate undifferentiable commodity, lenders can compete for market share in boom times
only by taking on bigger risks than the next guy, charging less interest or accepting looser
terms. All of these tactics turn on a dime when things get tough, inflicting great pain and
causing lending to contract.



In times of easy money, companies prosper that should not, just as deserving companies fail
when money's tight. Easy money was key in Long-Term's early success and later collapse.
The bankers and brokers let the General Partners lever up their equity capital and take on far
out-sized positions. They loaned amounts of money that were unsafe both for Long-Term
Capital and for themselves. I assume that, seduced by Long-Term's brilliance, they did so
without knowing how much it had borrowed in total or what its portfolio looked like.

The violent swings of the credit cycle -- usually far more volatile than the underlying economy
-- are behind many of the extreme occurrences in the business and investment world. Excessive
lending contributed greatly to booms preceding the collapses in real estate in 1989-92 and
emerging markets in 1997-98, just as tight lending added to the bankruptcies of 1990-92. Look
around the next time there's a crisis; you'll probably find a lender.

7) “How Quickly They Forget.” While it would be great (and very profitable) to be able to
see the future, the truth is that few of us can. But you don't have to be prescient to be able to
invest intelligently while avoiding the most dangerous hazards. Knowledge of the past will get
you a good part of the way there.

The relevance of the lessons of Long-Term has nothing to do with knowledge of the future.
Leverage is always dangerous. Something always goes wrong eventually. Those who see high
returns often mistake risk bearing for genius. The swings of the credit cycle can overwhelm all
other factors. Every boom carries within itself the seeds of decline (just as every bust lays the
groundwork for recovery). Forget forecasting -- you'll be well ahead if you simply bear in
mind the lessons of the past.

We've all heard George Santayana's famous observation that "Those who cannot remember the
past are condemned to repeat it." And yet, how many of today's mistakes are just replays of the
past? Thirty years ago, the stocks of "the best companies" reached P/Es of fifty and more from
which they eventually collapsed. Ten years ago, highly leveraged investments were financed
with bridge loans which investment bankers were stuck with when the financing window
closed. Five years ago, banks got into big trouble with derivatives. All of these are causing
problems again in 1998 for those who forgot history or rationalized its irrelevance in the "new
paradigm."

I've previously recommended John Kenneth Galbraith's excellent little book, A Short History of
Financial Euphoria. Although I don't appreciate its swipes at high yield bonds, I consider it
must reading for anyone who wants to think and invest against the grain. Galbraith says:

Contributing to ... euphoria are two further factors little noted in our time or in
past times. The first is the extreme brevity of the financial memory. In
consequence, financial disaster is quickly forgotten. In further consequence,
when the same or closely similar circumstances occur again, sometimes in only
a few years, they are hailed by a new, often youthful, and always supremely
self-confident generation as a brilliantly innovative discovery in the financial
and larger economic world. There can be few fields of human endeavor in



which history counts for so little as in the world of finance. Past experience, to
the extent that it is part of memory at all, is dismissed as the primitive refuge of
those who do not have the insight to appreciate the incredible wonders of the
present. [Emphasis added]

Amen. People who acknowledge no limits on their ability to know and control the future have
no need to study history. For the rest of us, it's one of the best tools we've got.

* * *

Inability to remember that you can't know what the future holds is a common failing and the
cause of some of the biggest financial difficulties. It's one of the greatest contributors to hubris
-- the over-estimation of what you can know and do.

General Motors's Charles Froland says the people of Long- Term Credit developed "too much
conviction." Henry Kaufman was recently quoted on the subject as saying "there are two kinds
of people who lose money: those who know nothing and those who know everything." Dirty
Harry weighed in, saying "a man has to know his limitations." I actually think my mother had
it best: "He who knows not and knows not he knows not is a fool; shun him."

Oaktree is built on the following axioms (among many others):

We can't know everything about the future, and the “bigger picture” the question, the
less we can know the answer.

-- We must always expect that something will go wrong and build in margin for error.

-- When the market embodies too much greed, we must be conscious of the risk that's
present. When it swings too far toward fear, we should take advantage of the bargains
that result.

-- We must constantly remind ourselves of our limitations and dedicate ourselves to the
avoidance of hubris. If our methodologies are valid and our people are talented,

hubris is one of the few things that could make us fail.

The applicability of the lessons of Long-Term is not limited to that company alone. Instead,
they illustrate several of the universal truths in investing. You won't see them forgotten here.

October 9, 1998
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Memo to: Oaktree Clients
From: Howard Marks

Re: How's the Market?

April 5 was just another ordinary day in the market, with big gains achieved and records
broken. The Wall Street Journal article about it on April 6 was ordinary too, like
hundreds that have been written in this bull market. I was struck, though, by the way it
told in just a few paragraphs the whole story of what's been going on.

Just another day - On the surface, the aggregate stock market numbers continued to be
very positive, with the Dow up 175 points, or 1.8%, to a new record. The S&P 500 was
up 2.1% and the Nasdaq Composite Index was up 2.7%.

Even on this day of huge aggregate gains, however, participation was still relatively
narrow. Almost as many stocks were down (1,318) as up (1,695). Moreover, more
stocks set new 52-week lows (81) than set new highs (73).

This reminded me about the reliance of the market on just a few issues: In the first
quarter of this year, 18 stocks accounted for all of the 5% rise in the S&P 500, (that's
right, the other 482 stocks averaged a zero return). 55% of the stocks in the S&P lost
money, and the Russell 2000 index of second tier stocks declined 5.4%.

Follow the leader -- So the leadership continued to be concentrated, as everyone knows,
in just a few stocks. Yahoo gained 22% on the day, and Amazon.com was up 9%.
Although IBM rose 4%, it was overshadowed by America Online, which gained 11% and
became the more valuable of the two companies for the first time.

[lustrating the mania for things Internet, an article in the next day's New York Times
reported on . . .

... last week's initial offering of Priceline.com, which allows customers to name
their own price for airline tickets on the Web. After less than a year in business,
during which it lost $114 million selling $35 million worth of tickets,
Priceline.com is valued at $10 billion, more than the combined net worth of
UAL's United Airlines, Northwest Airlines and Continental Airlines.

Indifference to valuation - The entire bullish article - 22 column inches long - omitted
all mention of valuation parameters such as P/E ratio, EBITDA multiple or dividend
yield. The bottom line is that many of the investors setting the prices in today's market
don't care about valuation. I get no sense at all that the analysts and portfolio managers




backing the large-cap growth stocks and Internet high flyers can imagine prices at which
they would be mere "holds" or (heaven forbid) "sells."

Looking on the bright side - The bulls - who are firmly in control - have joined with the
media to interpret things in a positive light. I got a chuckle out of the article's description
of investor reaction to the jobs data released on April 2:

Those showed low unemployment, which was good for consumer spending; low
wage increases, which implies weak inflation; and mild job creation, which
implies a growing but not overheating economy.

I'm sure that in other times and climes, it would have come out this way instead:
Those showed low unemployment, which carries a threat of renewed inflation;
low wage increases, which implies an anemic economy; and mild job creation,

which presages weak consumer spending.

Of course, economic developments are always subject to varying interpretation. The
above passage sent me to the archives for one of the absolute classic cartoons:

MANNKOFE

“On Wall Street today, news of lower interest rates sent the stock

market up, but then the expectation that these rates would be

inflationary sent the market down, until the realization that lower

rates might stimulate the sluggish economy pushed the market up,

before it ultimately went down on fears that an overheated economy
would lead to a reimposition of higher interest rates."

Drawing by Mankoff: @ 1981
The New Yorker Magazine, Inc.



Something for everyone (but little genuine debate) -- As the article reported,

Wells Capital last week urged clients to move money into stocks from bonds,
shifting holdings to 70% stocks and 30% bonds, from 65% and 35% . . .

Taking the opposite approach to Wells Capital, . . . Bear Stearns urged clients to
cut their stock exposure to 55% from 60% of their portfolio, moving the money
into short-term cash accounts.

As for me, I'm certain one of them will be proved right.

Weak underpinnings - The article reflected the bulls' preoccupation with things that
either don't really matter in any fundamental sense . . .

... people are buying cars, they are buying houses, they are spending money. . . |
think the wind is still at the market's back.

.. . or say absolutely nothing about long-term value:

The whisper today was that the online firms are going to have very strong
earnings.

Gobbledegook -- Lastly, some of what's going on just makes no sense at all.

People are very comfortable that the earnings projections are going to be hit, but
the expectations are higher than that.

I have no idea what that means, but I'm sure it'll be good for a few hundred points on the
indices.

Lots of sound and fury, signifying nothing. There's a lot said, in the article I'm writing
about and in the media generally, but not a lot of insight. And a lot of money being
made, but most of it by the few most optimistic and aggressive investors.

The "rational" value investors have been decrying the excesses of the market for years —
myself included. I've never felt more strongly the truth of the saying I picked up in the
1970s: "being too far ahead of your time is indistinguishable from being wrong." But as
they say, "that's my story and I'm stickin' with it."

April 15, 1999



P.s.: Another Journal story on April 9 was equally illustrative of the times, but with
regard to the flip side. Rather than describe the great success of the few on-line stocks, it
recounted the tribulations of a more typical company without ".com" in its name.

It told the story of Computer Outsourcing Services, Inc. In the six years since it went
public, its revenues have tripled and its earnings have quadrupled. But its stock has risen
only 60%, less than a fourth of the gain in the Nasdaq Composite over that period.

In the quarter ended January 31, 1999, earnings rose 14% on a similar gain in revenues.
In response, Computer Outsourcing's stock was down 23% for the year to date, versus a
17% rise for the Nasdaq index.

The result: difficulty in hiring "whiz kids" who want options on a soaring stock, trouble

having acquisition bids taken seriously, and a dispirited CEO. Let's ask him "How's the
market?"
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Memo to: Oaktree Clients

From: Howard Marks

Re: bubble.com

The book "Devil Take the Hindmost" by Edward Chancellor does an excellent job of
chronicling the history of financial speculation. In doing so, it recounts the story of "the
South Sea Bubble" and provides a backdrop against which I'd like to examine some of
the events of today.

The South Sea Company was formed in 1711 to help deleverage the British government
by assuming some of the government's debt and paying it off with the proceeds of a
stock offering. In exchange for performing this service for the Crown, the company
received a monopoly for trading with the Spanish colonies in South America and the
exclusive right to sell slaves there. Demand for the company's stock was strong due to
the expectation of great profits from these endeavors, although none ever materialized.
In 1720, a speculative mania took flight and the stock soared.

Sir Isaac Newton, who was the Master of the Mint at the time, joined many other
wealthy Englishmen in investing in the stock. It rose from £128 in January of 1720 to
£1,050 in June. Early in this rise, however, Newton realized the speculative nature of
the boom and sold his £7,000 worth of stock. When asked about the direction of the
market, he is reported to have replied “I can calculate the motions of the heavenly
bodies, but not the madness of the people.”

By September 1720, the bubble was punctured and the stock price fell below £200, off
80% from its high three months earlier. It turned out, however, that despite having seen
through the bubble earlier, Sir Isaac, like so many investors over the years, couldn't
stand the pressure of seeing those around him make vast profits. He bought back the
stock at its high and ended up losing £20,000. Not even one of the world's smartest
men was immune to this tangible lesson in gravity!

* k% %

It's obvious from “Devil Take the Hindmost” that many elements of speculative
behavior were present during the South Sea Bubble. I'll cite some of its passages below
and point out the parallels to today that I see:

“The ideology of self-interest had recovered after the battering it received after the
crisis of the mid-1690s ... its thesis [was] that private vices - avarice, prodigality,
pride and luxury - produced public benefits.” [Sounds like the "greed is good"
rationalization of the 1980s.]



The success of South Sea spawned talk of any number of speculative schemes,
some of which was probably apocryphal. “The most famous of the legendary
bubble companies was that ‘for carrying on an undertaking of great advantage but
no one to know what it is.”” [I can't understand what it does, but that's okay; just
tell me the name, 0. or maybe the symbol's enough. ]

Despite their lack of profits, companies like South Sea were able to finance their
operations by issuing stock at higher and higher prices. “The circularity inherent in
the scheme made a rational calculation of the shares' fair value difficult to compute.
Some argued that the higher the shares rose, the more they were actually worth ....
‘Was there ever such a delusion from the beginning of the world ... according to
this Way of Computing, no Person can Purchase at too high a Rate, since his Profit
will increase in Proportion to the Price he gives.”” [There's no such thing as too
high a price if the concept is right, and the ability to issue stock at rising prices will
lead to profitability.]

"Adam Anderson, a former cashier of the South Sea Company, later claimed that
many purchasers of shares ... bought knowing that their long-term prospects were
hopeless, since they aimed to get 'rid of them in the crowded alley to others more
credulous than themselves."' [The greater fool theory is nothing new.]

“As Edward Ward observed in his poem ‘A South Sea Ballad’:

Few Men who follow Reason's Rules,

Grow fat with South-Sea Diet,

Young Rattles and unthinking Fools

Are those that flourish by it.”

[The profits went to those unrestrained by reason or experience. ]

Robert Digby wrote “The South Sea Company is continually a source of
wonderment. The sole topic of conversation in England revolves around the shares
of the Company, which have produced vast fortunes for many people in such a short
space of time. Moreover it is to be noted that trade has completely slowed down,
that more than one hundred ships moored along the river Thames are for sale, and
that the owners of capital prefer to speculate on shares than to work at their normal
business.” [The name of the company was on everyone's lips, the fortunes it created
were front-page news, and the average Joe was willing to give up his day job to
participate ... sound familiar?]

I will devote the rest of this memo to what certainly seems to me to be another market
bubble. Before doing so, however, I must point out a few things: First, as usual, little
that I will write will be original; instead, I hope to add value by pulling together ideas
from a number of sources. Second, a single word suffices to describe my recent caution
regarding the stock market: wrong. Nevertheless, I'll admit my negative bias and



the fact that I have found the bears convincing and the bulls Pollyanna, and then move on
to discuss the effect on the market of technology as we move into a new millennium. In
short, I find the evidence of an overheated, speculative market in technology, Internet
and telecommunications stocks overwhelming, as are the similarities to past manias.

« Changing the world -- Of course, the entire furor over technology, e-commerce and
telecom stocks stems from the companies' potential to change the world. I have
absolutely no doubt that these movements are revolutionizing life as we know it,
or that they will leave the world almost unrecognizable from what it was only a
few years ago. The challenge lies in figuring out who the winners will be, and
what a piece of them is really worth today.

The graph at the left shows the stock price performance of the
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Similarly, a recent article in Fortune reported Warren Buffet's observation that
airplanes and automobiles had been expected to change the world and did ... and
almost all of the manufacturers of both are now gone. Few things have had the
impact on the world that aviation did, but from its founding through 1992, the
cumulative profit of the airline industry was zero!



As usual, Buffet puts it as succinctly as anyone could: “The key to investing is not
assessing how much an industry is going to affect society, or how much it will
grow, but rather determining the competitive advantage of any given company
and, above all, the durability of that advantage. The products or services that have
wide, sustainable moats around them are the ones that deliver rewards to investors.”
(Emphasis added) (Three years ago, everyone wanted to be Warren Buffet, or at least
read books about him. Now, appearing to have missed out on the technology
movement, he and his investment approach are dismissed as passe by the dot-com

gang.)

Altered lives -- During the South Sea bubble, as described above, boats were put up
for sale and people with capital shifted from being workers to being investors. In a
striking parallel, the Internet-commerce revolution is also changing lives. Of course,
we know that thousands of Americans have become on-line traders either full- or
part-time. Articles describe people who are trying to "ride the trend" of hot stocks
and benefit from their momentum, but there's little indication that they have any idea
what makes companies do well or stocks go up (or even what some of their
companies do). The Wall Street Journal of December 7 cited an individual who has
spent his full time in the prior five months trading the stock of one company, CMGI,
which invests in Internet ventures; he doesn't know the CEO's name.

Also striking is the effect this is having on business education and young careers. A
front-page article in the New York Times of November 28 reported that applications
at many business schools were flat or down, the number of Americans taking the
GMAT exam was down sharply, and not-insignificant numbers of MBA students
were dropping out after the first year to join the hot fields. As a professor of
entrepreneurship told me, all of the e-commerce claims will be staked out in the next
year or two; students can't risk staying in school and seeing someone else act on their
ideas. Five years ago, the hot area for new MBAs was investment banking. Now, I
hear, investment banks can't get the top students to sign up for interviews and are
having trouble meeting their recruiting goals.

The pressure to move toward the high-change areas is great, and people are
succumbing. Everyone in the investment profession knows (or knows of) somebody
who has made hundreds of millions (or a billion) this year on a dot-com investment.
One can imagine that this makes the buyout specialists who built fortunes over a
lifetime feel like underachievers. Private equity firms are getting involved in
companies at earlier stages, and with the dot-coms. On November 30, a Wall Street
Journal article about defections of buyout specialists to venture capital firms cited a
KKR partner who had resigned to do just that.

Venture capitalists and technologists, in turn, are moving to Internet firms. As a sign
that it's even becoming hard for more mature technology firms to hold onto people,
the CFO of Microsoft recently quit to join a fiber-optic company. Remember,
Microsoft has already been public 17 years; the gold-rush is over at the established
firms, and the overnight fortunes have been made. Even investment bankers are in
transit; on December 14, a New York Times article on the subject was headlined
“Wall St. Is Flush With Cash But Also Green With Envy.” A Harvard Business



School professor aptly mixes his metaphors, likening the rush of executives to
Internet-related ventures to “a tsunami of people chasing a pot of gold.”

The lure of venture capital - [ recently presented the case for distressed debt to three
classes in entrepreneurial finance at the University of Chicago Graduate Business School.
The response of half the students was simple: Why settle for 20-25% per year when you
can make 100% in venture capital?

Just as venture capital is attracting young businesspeople, it is also turning heads in the
investment community. One university treasurer told me his school's $29,000
investment in Yahoo! via a venture fund grew to $54 million (and would be more than
twice that today if it hadn't been sold). Why do anything else, indeed?!

Before we succumb to this reasoning, however, (and run out to start the OCM Venture
Capital Fund), we should first review the data concerning venture capital's brief
history.

« For funds raised between 1984 and 1989, the median return to Limited Partners
ranged from 7.5% to 15.1%. For funds raised between 1990 and 1994, it ranged from
20.4% to 29.7%. These are healthy returns, but certainly the typical v.c. investor
enjoyed no bonanza in that period. A quarter or more of the funds raised in almost
every year provided returns ranging downward from 10% to negative territory.

« It's only for funds started in the mid-to-late 1990s that the returns have been so eye-
popping. For each vintage year beginning in 1994, there has been at least one fund
with a return above 200%/year. And yet, the median returns thus far for vintage years
between 1994 and 1999 range only from zero to 33.7% (although it can be argued that
it's still early).

« While it's hard to settle on a "typical" vintage year for venture capital, 1994 is a
reasonable candidate. Its funds are five years old, so there has been time to bring
companies to fruition and to market. And certainly, the environment has been
positive. In fact, 1994's top fund has returned 235%/year so far, and the average
fund has returned 45%/year, an impressive figure. But averages can be deceiving,
and this one has certainly been pulled up by the best performers. The median fund is
up only 22.5%/year. Half the funds have annual returns below that (by definition),
and the returns in the bottom quartile range from 6.4% to minus 13.2%.

« The recent years all show similar patterns (although it's too early for meaningful
results to be in): phenomenal for the big winners, good on average, but certainly not
universally successful yet.



Having reviewed the historic data, what can we say about the future? Certainly, the
venture capital funds are "where it's at": the toll bridge through which world-changing
companies are likely to pass. Does that mean they're a good investment today?

I feel strongly that no investment opportunity is so good that it can't be screwed up by
the wrong relationship between supply and demand. Too much money for too few
ideas can mean ruinous terms and purchase prices that are too high. To my mind, the
immediate outlook for venture capital is called into question by:

- the ardor that has been ignited by recent “headline” returns,

- thus the huge amount of money looking for a home in ventures,

- the expanded amounts that v.c. firms are accepting in their new funds,

- the strengthened negotiating position of entrepreneurs relative to venture capitalists,

- thus the need among v.c. firms to compete in haste to make investments,

- the ease with which junior members can leave v.c. firms to start their own funds,

- the strengthened negotiating position of venture capitalists relative to their investors, and
- thus the ability of v.c. firms to raise their incentive fee percentage.

In my experience, the big, low-risk profits have usually come from investments
made at those times when recent results have been poor, capital is scarce,
investors are reticent and everyone says “no way!” Today, great results in venture
capital are in the headlines, money is everywhere, investors are emboldened and
the mantra is “of course!”

In this context, it's very much worth noting that in 1994, someone looking at venture
funds formed from 1981 to 1992 would have seen only one vintage year with an average
net return above 12%, and nine out of twelve years with single digit average returns.
Despite the lukewarm results as of that date, a few forward-looking investors were
willing to commit $7.8 billion to venture capital funds, and it is they who are earning the
returns we see. In 1998, on the other hand, the 200%+ results on the top funds formed in
recent years egged investors on to commit more than three times that amount: $26.1
billion. Today one hears only that investors want to put more into venture capital but
can't get access to the most desirable funds. I'll leave it to you to deduce the implications
for future returns.

The role of the IPO: A “mania-within-a-mania” has taken flight in the high-tech
investment world, and it surrounds Initial Public Offerings. In years past, new
issues had to be priced to sell, and companies accessing the public equity market for
the first time had to hope they could get investors to pay a fair price. Now, investors
are sure that buying stock on a new issue - at the price the founders are willing to
sell at - is the ticket to easy money. And to date it has been.

It is reported that the average new issue of 1999, which on average is probably about six
months old, is selling roughly 160% above its issue price (for four times the average gain
in the next-best year). For an example, The Wall Street Journal of December 8 described
the case of Akamai, which went public on October 29 at a price of $26. It closed that day
at $145, for an equity market value of $13 billion. “Fourteen months earlier, ... it could
never have gotten such a reception,” The Journal added. “It didn't exist.” Akamai's price



is $328 today, bringing its market capitalization to $29 billion. (By the way, in the first
nine months of 1999, Akamai lost $28 million on $1.3 million of sales.)

The ability to participate in IPOs has become a major perk. Investment banks compete
with other money managers by promising wealthy individuals allocations in their IPOs.
Technology companies allocate IPO shares to their customers as a way to cement
business relationships.

As usual, I don't think investors are thinking this through. The Akamai IPO was priced at
18% of the first day's closing price. So either (a) the founding entrepreneurs and
investors sold it 82% below its fair price (and who would know better than they would?)
or (b) the market's wrong. It may well be that issuers intentionally underprice their
offerings so that the first day's rise will create the "buzz" that will enable (1) the
companies to finance their losses and their expansion through additional stock issuance
and (2) the founders to sell their remaining shares. I'm sure some of that is at work here,
but how much? If the closing price of $145 was "right," Akamai left almost $1 billion on
the table in the IPO by selling eight million shares at $26.

Further, how much due diligence is being done on each new issue? How experienced are
the people doing it? How strict are the valuation parameters they're using? How will the
post-deal prices hold up when the lock-up periods end and the founding entrepreneurs
and venture capitalists start selling the 80-90% of the stock that they still own? And what
will happen when the options used to attract employees - and to pay service providers -
begin to be exercised and the shares sold? What price will supply/demand dictate when
the supply of stock increases five or ten times?

Today, it seems companies are formed and start-up financing is raised not through
discussions of the companies' profit potential, but with reference to the possible timing
and pricing of an [PO. The recent book "The New, New Thing" by Michael Lewis, about
the career of venture capitalist Jim Clark (Silicon Graphics, Netscape, Healtheon), makes
it clear that in many cases, today's entrepreneur isn't thinking idea/startup/company as
might have been the case in the past; rather, it's idea/startup/IPO. Cashing in used to be
the result of successful company-building. Now it's often the end in itself. It's the [PO
that's “the thing.”

How will the companies make money? -- Many of the new firms have great ideas for
making money, but it's appropriate to wonder whether they'll work, how the competition
in each “space” (that's the dot-com term for a business niche) will develop, whether
profits will materialize, and whether they'll be sufficient to justify today's stock prices.

I don't think anyone would disagree that it's one thing to innovate and change the world
and another thing entirely to make money. Business will be different in the future,
meaning that not all of the old rules will hold. On the other hand, profits come from
taking in more in revenue than you payout in expense, and I don't think that's going to
change. I'll highlight below just three of the areas in which I have questions about
profitability.



First, will the Internet and dot-com companies be able to charge enough for their
products to make money? Front page articles in The New York Times (October 14) and
The Wall Street Journal (July 28) discussed the fact that many of the Internet's offerings
are free. Decades ago, merchants discovered that they could sell more if they cut prices.
The Internet firms have taken that one step further: they can move even more
merchandise if they give it away. As the CEO of Egreetings Network says, “Charging
for [greeting] cards was a small idea. Giving them away is a really big idea.” Says a
venture capitalist, “.... it's a fact of life on the Internet: People expect a lot of things for
free. And if you don't give it away, some other start-up will.”

Internet firms are giving away faxes, long-distance phone calls, music, web browsers
and even Internet service itself. "The marginal cost of adding another user is practically
zero," says one venture capitalist. The trouble as I see it is that the marginal revenue is
exactly zero. Obviously, these firms are giving their services away in order to build
traffic, tie up market share early and/or sell advertising space. It's far from clear that
profits will follow.

As I read the articles mentioned above I was reminded of a great series of jokes my
father told when I was young:

“I lose money on everything I sell.”
“Then how do you stay in business?”
“I make it up on volume.”

“I lose money on everything I sell.”
“Then how do you stay in business?”
“I'm closed Sundays.”

“I sell everything at cost.”
“Then how do you stay in business?”
“I buy below cost.”

The riddle of profitability is very much present in this area. I'm sure some firms will
solve it - but far from all of them.

Second, how practical are the business models of the dot-com firms? It seems like
ancient history, but I seem to remember that doing business in cyberspace was going to
eliminate the need for conventional advertising, and “virtual inventories” were expected
to replace brick-and-mortar warehouses filled with merchandise. Now we read about the
huge sums Amazon.com is spending on warehouses, and media advertising is sold out at
high prices because the Internet firms are bidding for it so aggressively. EToys will do
business without stores and will just own warehouses, but what is a Toys 'R' Us store
other than a warehouse with the front prettied up? Webvan Group sell groceries over the
Internet, saving on store costs but providing free delivery. According to the December
15 Journal, however, “as of Sept. 30, Webvan's average order size was $72 -too small to
absorb the costs of home delivery. For the first nine months of 1999, in fact, Webvan



had a $95 million loss on revenue of just $4.2 million.”

Lastly, what will be the effect of competition? It will take time, and there will be big
cannibalization issues, but eventually the incumbents in each area will move to defend
their businesses against the e-commerce firms. Merrill Lynch bit the bullet and decided
to enable customers to trade on line as a response to E*Trade. Albertson's and Kroger
have announced that they'll mount experimental home delivery systems rather than let
firms like Webvan have the grocery business. The December 17 L.A. Times reported that
Toys 'R' Us and Walmart had opened online shopping sites in competition with EToys.
(EToys' stock is now off 70% from its high three months ago, wiping out $7.1 billion of
market value). Dot-com companies will get there early, make inroads and drive up costs
for the conventional firms, but they will face determined competition from incumbents
fighting for their lives.

Even among just the dot-coms, competition is bound to delay and limit profitability.
Most of today's e-commerce companies can, at best, boast of early entry and leading
market share (the so-called "first-mover advantage"). Rarely is there patent protection,
meaningful product differentiation or other substantial barriers to entry. The companies
can't count on brand loyalty, because it's all just about low price. There'll always be
someone waiting in the wings to cut price (perhaps to zero) for market share, and given
the ease of gathering information on the Web, consumers will always be able to
immediately find the lowest price. Location won't matter, because in cyberspace,
everyone is everywhere. I think factors like these are likely to render profitability elusive
and transitory.

What are the companies worth? - Eventually, this is what it comes down to. It's not
enough to buy a share in a good idea, or even a good business. You must buy it at a
reasonable (or, hopefully, a bargain) price.

Vast amounts of ink have been devoted to the valuations being put on the new companies.
For The New York Times's time capsule, David Letterman compiled a list of The Top 10
Things People in the Year 3000 Should Know About Us. As a sign of the times, he
included “If you wanted a billion dollars, all you had to do was think of a word and add
dot com.”

- Priceline.com, which auctions off discount air tickets, (September quarter sales of
$152 million, net loss of $102 million) has a market capitalization of $7.5 billion,
while United and Continental Airlines ($7.1 billion sales, $469 million earnings) are
worth a combined $7.3 billion.



- Webvan Group, which started up in business in 1999, had sales of $3.8 million and a
$350,000 profit in the September quarter. The stock market currently values it at
$7.3 billion.

- On December 9, VA Linux went public at $30 and soared 698% that day to $239, for
a market value of $9.5 billion, half that of Apple. To that date, the company's 1999
sales were $17.7 million and it had lost $14.5 million (versus Apple's profit of $600
million in the most recent twelve months). (VA Linux broke the record for an
opening day rise. It had been held since November 1998 by theglobe.com, whose
stock rose 606% on the first day, from $4': to almost $32. Now it's at $8.)

Among non-Internet tech companies, Yahoo! is worth $119 billion, more than General
Motors and Ford together. At the current stock price of $432, its p/e ratio on 1999
estimated earnings is just over 1,000. America Online trades at almost 250 times
projected earnings for the June year currently underway, and Cisco trades above 100
times. Charles Schwab, the apparent winner among brokers in the new era, trades at 54
times estimated 1999 earnings, triple the multiple for Goldman Sachs. According to
Barron's, the price/earnings ratio of the Nasdaq crossed 170 in November and may have
reached 200 at year-end ... and that's the average.

An analysis by Sanford Bernstein shows that on September 30, you could have bought
America Online and Microsoft for $625 billion and gotten $25 billion of sales and $7
billion of earnings. Alternatively, for $635 billion you could have bought 70 industrial,
financial, transportation and utility companies including Bank of America, Chubb,
Federated Department Stores, Litton, Philip Morris, Ryder and Whirlpool and gotten
$747 billion of sales and $43 billion of earnings. The future certainly looks better for
AOL and Microsoft than for those other companies, but does the differential warrant a
p/e ratio 6 times as high (89 versus 15)?

And that's for “established” companies. Because the price/earnings ratios of Internet
companies are so outlandish - usually negative - one may be forced to look to the
price/sales ratio in order to speak about valuation. Red Hat, for example, sells at about
1,000 times its annualized revenues in the August quarter. Many of the Internet and
tech companies are just concepts, and their stocks have truly slipped the valuation
moorings.

Under these unusual circumstances, The Journal wrote on December 10, “stock
valuations take on an unusually large importance in gauging a business's performance.”
In other words, in the absence of other signs, people must look to the share price for an
indication of how the company is doing. Isn't that backwards? In the old days, investors
figured out how the business was doing and then set the share price.

In this valuation parameter vacuum, a “lottery ticket mentality” seems to govern the
purchase decision. The model for investments in the tech and dot-com companies isn't
the likelihood of a 20% or 30% annual return based on projected earnings and p/e ratios,
but a shot at a 1,000% gain based on a concept. The pitch might be “We're looking for
first-round financing for a company valued at $30 million that we think we can IPO in
two years at $2 billion.” Or maybe it's “The IPO will be priced at $20. It may end the



day at $100 and be at $200 in six months.” Would you play? Could you stand the risk
of saying no and being wrong? The pressure to buy can be immense.

There have always been ideas, stocks and IPOs that produced great profits. Yet the
pressure to participate wasn't as great as it is today because in the past the winners made
millions, not billions, and it took years, not months. The upside in the deals that've
worked so far has been 100-to-1 (give or take a zero). With that kind of potential, (a) the
upside becomes irresistible and (b) it doesn't take a very high probability of success to
justify the investment. I have said in the past that while the market is usually driven by
fear and greed, sometimes the strongest motivator is the fear of missing out. Never was
that as true as today. This only intensifies the pressure to join in and crawl further out on
that limb of risk.

With broader relevance than just the dot-com stocks, the relative performance chart
below from Barron's of September 27 (already quite outdated) shows two things:

1. over the last two decades, technology stocks have had periods of both
underperformance and overperformance relative to the large-cap universe, and
2. the recent outperformance is unparalleled even in this bullish period.
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Nothing in this chart suggests that it'll be easy money in technology from here. As
Alan Abelson wrote when he ran the graph, “Our reservation here is that (a)
technology, like everything else in life, is cyclical; and (b) there's something goofy
about the price of a stock discounting as much as a century of earnings for a
company in a field where change is the only constant and where the pace of
change is constantly quickening.” (Emphasis added)

In September Steve Ballmer, President of Microsoft, said he thought tech stocks were
overvalued. The stocks are much higher today, and his own is up more than 20%.
Whose opinion matters? Is there a price that's too high?



Barton Biggs, Chairman of Morgan Stanley Dean Witter Asset Management, is a well-
respected observer who has been somewhat cautionary to date (and wrong). His
November 29 strategy piece was without equivocation. I'll let him sum up.

The technology, Internet and telecommunication craze has gone parabolic in
what is one of the great, if not the greatest, manias of all time ... The history of
manias is that they have almost always been solidly based on revolutionary
developments that eventually change the world. Without fail, the bubble stage of
these crazes ends in tears and massive wealth destruction ... Many of the
professional investors involved in these areas know that what is going on today is
madness. However, they argue that the right tactic is to stay invested as long as the
price momentum is up. When momentum begins to ebb, they will sell their
positions and escape the carnage. Since they have very large positions and since
they all follow the same momentum, I suspect they are deluded in thinking they
will be able to get out in time, because all other momentum investors will be doing
the same thing. (Emphasis added)

I am convinced that a few essential lessons are involved here.

1.

5.

Thhe positives behind stocks can be genuine and still produce losses if you overpay for
them.

Those positives - and the massive profits that seemingly everyone else is enjoying
- can eventually cause those who have resisted participating to capitulate.

A “top” in a stock, group or market occurs when the last holdout who will become a
buyer does so. The timing is often unrelated to fundamental developments.

“Prices are too high” is far from synonymous with “the next move will be
downward.” Things can be overpriced and stay that way for a long time ... or
become far more so.

Eventually, though, valuation has to matter.

To say technology, Internet and telecommunications stocks are too high and about to
decline is comparable today to standing in front of a freight train. To say they have
benefited from a boom of colossal proportions and should be examined very skeptically is
something I feel I owe you.

January 2, 2000



P.s.: The apocalyptic view of the current situation states that the world economy is
dependent on the prosperity of the United States; the prosperity of the United States is
based on the health of its stock market; the performance of the stock market is being
driven by gains in a relatively small number of tech, Internet and telecommunications
stocks; and therefore, when the inevitable correction comes in those few stocks, the
ramifications will be worldwide. No one knows the extent to which this hypothesis
will be proved correct. The column below, from The New York Times of January 1,
2000, presents a more benign and enjoyable view.

FLOYD NORRIS

Remembering Wealth: Life in Post-Crash Silicon Valley

My New Year's resolution is to file my columns early. This
one was written 10 years before deadline.
SAN Josg, Calif,, Dec. 30, 2009

{apsing value of their stock
options now prefer the cer-
tainty of higher salaries.

TheStreet.com
Interriet it}dex.

LY a decade ago, the Silicon Valley of California 1tis the fate of the
was viewed as technology’s promised land, a place once-bountiful stock op-
where bungalows ¢ost $1 million and even the tions that has most deter-

youngest computer programmer had stock options that
seemed likely to be worth millions soon.

But now, years after the Internet crash of 2003, it has
become a region of jealousies and recriminations. Working
relationships were poisoned when employees learned that
top executives secretly hedged their positions, and thus did
not suffer. Banks sued formerly wealthy entrepreneurs,
saying they hid assets to avoid paying their debts.

All that has happened even though many of the Val-
ley’s technology companies remain very successful, and
the Internet-based economy continues to gain at the ex-
pense of the older bricks-and-mortar economy. But few of
the companies have lived up to the high expectations that
were factored into stock prices before they fell. Many of
the highest fliers have vanished from the landscape, either
going out of business or being acquired by competitors for
a fraction of the prices their shares once fetched.

Among the survivors, employees scarred by the col-

mined the current pecking
order in Silicon Valley. At
the top are those who
cashed in their options be-
fore the fall. Next come
those who worked for com-
panies that prospered.
Their salaries have helped to offset the paper losses, and
many companies repriced their options after prices feli,
thus saving some value for the emmployees, before angry
shareholders forced a halt to that practice.

At the bottom, and perhaps the largest group, are.
those who did not cash out and whose companies were not
among the winners. While many of them landed jobs at oth-
er companies, their wealth has vanished and some have
lost their homes. Housing prices fell sharply after the op-
tions lost value, and have only recently begun to recover.

Some financial institutions were severely damaged when
ioans secured by stock options became uncollectible.

The inevitable jealousies reflect the seeming random-
ness of success and failure. There are tales of employees .
who did poor jobs but ended up rich, while their more com-
petent and creative neighbors went bankrupt. Younger en- .
gineers are angry that they have no chance for the quick
wealth their elders gained, and scornful of those who lost it..

Nationally, the effect an the economy has not been as
great as was feared. While some other regions with big
stakes in the Internet economy were hurt, most notably Se-
attle and New York City, the effect on most of the country
was limited. Consumers cut back, but not by as much as
was expected considering the declining value of invest-
ment portfolios. Growth since 2003 has been far higher
than it was in Japan in the years after that country'sbub- .
trle burst in 1990, In part, that was because Americannon-
technology stocks were not nearly as overvalued, .-

Investors have grown much more cautious. That is re-
flected in the diminished amount of capital available for .
start-ups, and in other ways as well. Even Microsoft,
which became the world's most valuable company long be-
fore it paid its {irst dividend in 2004, now finds that it must
raise its payout every year to attract investors.
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Memo to: Oaktree Clients
From: Howard Marks

Re: Irrational Exuberance

Recent years have witnessed great excesses in the stock market. The postmortems have
begun to be written, and I'm determined not to lag. Thus I will attempt below to combine
a number of ideas and bits of empirical data I've stored up over recent weeks in a memo
which expresses my views and hopefully is of value to you. My ideas are disjointed, but
I hope to be able to fashion a common thread.

Postmortem? Do I mean to say the market's rise is over? You know I don't make
predictions of that sort. I am not ringing the bell on stock prices, but hopefully on a
style of investing without reason.

The stock market's record-breaking rise through March 10 was driven by the tech
stocks. The tech stocks, in turn, were driven by optimistic, get-rich-quick buying that
was totally lacking in skepticism and caution. What I think may (and should) be on the
wane is the belief that it is perfectly reasonable:

« to borrow in order to buy stocks that have already risen 500% and are selling at
infinite P/E ratios,

. torely exclusively on advice from friends, CNBC and Internet bulletin boards
when investing in companies whose business you know nothing about, and

. for companies valued at billions of dollars to lose tens of millions per year,
because investors can be counted on to give them more.

These attitudes have certainly signaled irrational exuberance.

On December 5, 1996, with the Dow at 6,437, Alan Greenspan coined that phrase, of
which we're unlikely to have heard the last. Acting in the classic role of a central
banker trying to jawbone against trends inimical to economic health, he asked:

How do we know when irrational exuberance has unduly escalated asset values,
which then become subject to unexpected and prolonged contractions?

Did Greenspan want to stop people from having fun and making money? No. He
wanted to keep stocks from running too far too fast and thus avoid an excessive
wealth effect.



“Wealth effect” is the term used to describe the impact on the economy of major
increases in the prices of stocks or other assets. When asset prices rise, people feel richer
and spend more. When the resulting demand outstrips supply, inflation heats up.
Further, when the upward trend of asset prices inevitably turns down, the wealth effect
works in reverse, putting a damper on economic growth (although Greenspan is more
likely to have been worried about inflation than economic softness).

Prior to expressing his concern about exuberance, Greenspan was credited with the
power and wisdom needed to keep the economy rising forever. So how did investors
react to his remark? In the first half-hour of trading the next day, they took the Dow
down by 145 points (which used to be considered a big move). But the exuberance of
which he had warned soon reasserted itself, with the Dow closing the year virtually
unchanged from its pre-critique level and moving 1000 points higher over the next six
months.

If it was irrational exuberance that had taken the Dow to 6,437 in late 1996, what would
describe the rise to 7,437, and eventually to 11,497, in relatively short order? And what
accounts for Greenspan's two subsequent years of silence on the subject? My guess is
that he was feeling pressure from people — perhaps with a political stake in the continuing
rise of the stock market-who castigated him for being a wet blanket.

* % %

At any rate, Greenspan's warning receded into memory without meaningfully slowing the
market's rise, and his place in the pantheon of popular heroes appeared diminished. After
all, a record 49% of Americans now had a stake in the stock market, and their heroes
were people who helped them make money, not scolds warning about excess and pushing
prices lower. Having voiced concerns and diminished confidence, Greenspan was no
longer the day trader's pin-up.

When Greenspan began to raise rates on June 30, 1999, no one seemed to care. The
Nasdaq Composite rose practically unabated from 2,686 at the time of the first of five
rate increases to 5,049 just 8% months later. Thus Greenspan joined the roster of those
whose genius was downgraded in recent times - almost comically, I think (unless you're
one of the people so affected).

Another prime example is Julian Robertson, who compiled an incredible record through
mid-1998, with a return averaging 31.7% a year for 18 years. Then losses and capital
withdrawals knocked his Tiger Fund from $22.8 billion to $5.2 billion over the next 18
months. Every day the stock market was ridiculing both value investors like Robertson
and the Old Economy companies they specialized in. Robertson announced a few weeks
ago that he was closing up shop, saying, “we are in a market where reason does not
prevail” and “there is no point in subjecting our investors to risk in a market which I
frankly do not understand.”



In a supreme irony, the April week in which Robertson announced his departure turned
out to be one of the best of his career, but the damage had already been done. I often
think about the corrosive effect of being on the wrong side of a market judgment for
prolonged periods, and the phenomenon through which those who resist trends the
longest can finally capitulate at just the wrong time. Robertson, 67, had an approach that
failed to work for two painful years and enough wealth to allow him to say “why put up
with this?” The pressure to quit obviously hit its apex just as his timing in quitting was at
its worst.

Last week saw a pullback from risk on the part of George Soros, head of the remarkable
Quantum Fund (up 32%/year after fees for 30 years), and the resignation of Stanley
Druckenmiller, its portfolio manager since 1989. Why? Druckenmiller had resisted tech
stocks until mid-1999, but then he invested and made a bundle in the second half. When
he held on to most of them in 2000, they brought him heavy losses. The New York
Times reported, ... he had known by December that the explosion in technology stock
prices had gone beyond reason. But he expected it would go longer than it did ... ‘We
thought it was the eighth inning, but it was the ninth.”” Or as Soros admitted, “Maybe |
don't understand the market. Maybe the music has stopped but people are still dancing.”

An analyst who dealt with both Robertson and Soros summed up aptly for the Times:

The moral of this story is that irrational markets can kill you. Julian said,
“This is irrational and I won't play,” and they carried him out feet first.
Druckenmiller said “This is irrational and I will play,” and they carried him out
feet first. (Emphasis added)

And what about Gary Brinson, another top value stock investor? After he sold his firm to
Swiss Bank Corp. and SBC merged with Union Bank of Switzerland, the combined firms
had $920 billion under management and Brinson appeared well on his way to becoming
the world's first trillion-dollar money manager. But either Brinson or his constituents
lacked the resolve needed to hang in when his approach was out of fashion, and he
announced his resignation on March 2. It was probably one more case of a wealthy man
who saw no good reason to continue subjecting himself to the market's insults. Brinson
became yet one more stellar investor who was kept from going out on top.

By the mid-1990s, Warren Buffett had become a household name and a role model for
millions of American investors. He is absolutely unique in that he became one of the
world's richest men by investing in common stocks. All it took was a return averaging
25% a year for 30 years. But his portfolio was flat in the raging bull market of 1999, and
the stock price of his Berkshire Hathaway lost 49% from its 1998 high to its 2000 low.
Buffett certainly has been treated with less awe in the last couple of years.

Jeremy Siegel also came to be ignored. Who's Siegel? This Wharton professor was
voted the best in the country, and his book “Stocks for the Long Run” contributed greatly
to the bull market's middle years. He reported that there had been very few long periods
of time in which stocks had lost money or underperformed bonds or cash, and this greatly



buttressed investor confidence. But when his article “Big-Cap Tech Stocks Are a Sucker
Bet” ran in the Wall Street Journal on March 14, 2000, it seemed to have no immediate
effect on stock prices — the Nasdaq Composite was 5% higher ten days later.

If these genuine geniuses have been dissed of late, who was elevated? Take the case
of James Glassman and Kevin Hassett, the authors of “Dow 36,000.” Utilizing
Siegel's research, they concluded that because stocks are so low in risk, they should
not provide a premium return versus bonds; thus, their return in the past was far higher
than it should have been. In order for stocks to offer a prospective return that is
appropriately low - say 6% - their current price should be higher. The broad market's
P/E ratio should be 100, and the Dow should be at 36,000 now. Glassman and Hassett
got a lot of ink in the Wall Street Journal in 1999, but I couldn't get past one question:
Who's going to buy stocks to make 6% a year?

And lastly, what about Frank P. Slattery, V, age 27, who entered the investment
business in 1996. His smallish PBHG New Opportunities Fund was up 533% in 1999
and another 96% in the first 70 days of 2000. Now that's genius! (However, in the
new market environment, the fund was down 57% between March 10 and April 14,
wiping out all of 2000' s gain and more. Slattery has resigned to pursue other
opportunities.)

In the choice of who should be canonized and who downgraded, the late
1990s were certainly a time when reason was turned upside down.

* %k %

Speaking of the 1990s, I was recently asked to compare the 1980s' “Decade of Greed”
with the latest iteration. In the 1980s, a few financially astute leveraged buyout
operators attained prominence while trying to take over some of America's leading
companies without much capital of their own. In the 1990s, in contrast, it seemed
everyone in America tried to get rich quickly by jumping on a perpetual motion
machine.

One of the greatest irrationalities of the last few years has been the declining role of
reason and fundamental business analysis in the setting of stock prices.

First, a look at trading volume convinces me that the retail investor - acting either directly
or through mutual funds - increasingly became the marginal transactor setting stock
prices. I doubt institutional trading could have increased enough to account for 1.5
billion shares a day on the NYSE and 2.0 billion shares a day on Nasdagq. (Circa 1980,
when I bought Oppenheimer junk bonds whose interest was indexed to NYSE volume,
the benchmark was the then-current average of 49 million shares a day.)

Second, with the enormous popularization of stocks in the '90s, rank amateurs were
pulled in, diluting the expertise of even the retail investment community. Many of these
new investors were ignorant of the process through which stock prices historically have
been based on earnings and dividends. They knew only that stocks went up and tech



stocks went up faster. Valuation didn't matter: if you bought a stock with a good enough
“story,” someone else would pay you more for it.

Third, the role of the brokerage house analyst changed. When I started doing equity
research 31 years ago, the sell-side analyst tried to serve investors so as to attract trading
and generate commissions. In the 1990s, with commission rates so low and the big
money being made in investment banking, it became the sell-side analyst's job to
generate capital market deal flow. The analyst tried to become influential with investors
in order to endear himself to company management. Serious valuation work dwindled
and “sell” recommendations became even more scarce: why antagonize a company
whose investment banking business you're trying to attract? A recent Wall Street Journal
quote from Morgan Stanley's Cisco analyst is emblematic of the analyst's new dog-
chasing-its-own-tail role:

We have to accept the facts of life. If investors want to buy these high growth
companies, we are just trying to take what they are willing to pay and translate
it into a target price and therefore a stock recommendation.

In other words, it wasn't the analyst's job to throw cold water on the investor's party by
pointing out that the target price had been reached or the price was too high. He just
moved the target price up. And investment newcomers, unaware of how superficial this
all was, actually attached some importance to the target prices assigned by analysts.

Fourth, with reason lacking, the retail investor's approach came to be based on
extremely simplistic thought processes.

«  When momentum investing was working, the mantra was “buy stocks that have
done well - they'll keep going up.”

«  When the inevitable pause in the rise swept the market - as it did in August
1998, when Long-Term Capital and the emerging markets stumbled - the cry of
“buy the dips” took hold, and it worked every time.

« On bad days recently, with the confidence behind the rise deflated (and with no
reserve of reason there to back it up), I think it's been “sell before it goes down
more.”

Investors with no knowledge of (or concern for) profits, dividends, valuation or the
conduct of business simply cannot possess the resolve needed to do the right thing at the
right time. With everyone around them buying and making money, they can't know
when a stock is too high and therefore resist joining in. And with a market in free fall,
they can't possibly have the confidence needed to hold or buy at severely reduced
prices.



And that brings me back to one of my favorite quotations from Warren Buffett:

The less prudence with which others conduct their affairs, the greater the
prudence with which we should conduct our own affairs.

Unless reversed, the damage of the last few weeks clearly demonstrates the extent to
which the risky behavior of others can create peril for you. If it has taught another
generation that stock ownership is not a riskless one-way street, that's a healthy
development that should render such imprudent behavior less likely to reappear.

* k%

While on the subject of investors' analytical capabilities, I want to take a look at stocks'
failure for so long to respond to the Fed's rate increases. In earlier times, the market
would decline as soon as a rate increase was hinted at, no less implemented. This time
around, the Fed raised rates five times and Chairman Greenspan essentially came out
and said the market was too high and he would bring it down. How can we explain the
fact that there was no reaction (until recently, if that in fact did contribute to the
correction)? I attribute this, also, to failings on the part of those setting stock prices.

There are two main reasons why stocks fall when rates rise. I'll discuss them below
and offer my explanation for their failure to gain traction this time:

First, stocks dip because higher interest rates mean stiffer competition from fixed
income investments. No one cared in 1999, however, because 6/2% wasn't any
more tempting than 6% to someone expecting a sure 20% from stocks.

Second, higher rates make it more expensive for consumers to buy houses and cars and
for businesses to hold inventories, invest in machinery and build buildings. This puts a
crimp in the pace of business and can lead to recession. But if the investors setting stock
prices don't know (or care) how the economy and business cycle work, policy increases
can be slow to impact the equity market.

Rate increases depress stocks in the short run when people understand how they work
and anticipate the longer-term effects described above. That is, they work because
people agree they will work. If this requirement isn't met, then rate rises deserve the
description that First Boston's Al Wojnilower (“Dr. Doom”) applied in the 1970s to
manipulating the money supply: “turning on and off a light switch to which no wires are
attached.”

* ok %

Why did stocks rise so rapidly in 1999? Because people were rabid to buy and no one
wanted to sell to them. The result was explosive appreciation. Those gains actually
signaled great illiquidity (which is measured as the percentage price change that results
from buying or selling a certain dollar value of stock). However, an imbalance of buyers
over sellers is never called illiquidity; it's called profit and doesn't worry anyone.



In the last six weeks, however, the imbalance has been on the sell side. This time,
investors' inability to find others willing to trade with them has forced prices down
drastically, and they are calling it illiquidity. In other words, radical upward movement
was greeted warmly, but radical downward movement is being attributed somewhat to a
failing on the part of the market.

Certainly the behavior of stocks in 1999 was viewed more benignly than it should have
been. Momentum investors irrationally planned to get out when the music stopped, but
the market wasn't able to accommodate all of them.

* %k %

I want to turn now to the subject of market efficiency, something that's very important
to us at Oaktree and that I have been looking for a chance to discuss.

In recent weeks I've heard good things about a new book, fittingly titled “Irrational
Exuberance.” Its author, Robert J. Shiller, a Yale economist, has taken on the theory
that the stock market is efficient, saying stocks' swings are too violent to suggest that
they are always accurately valued. On that famous Tuesday four weeks ago, the
Nasdaq Composite traded at both 3,649 and 4,138 within seventy minutes. It's
certainly hard to believe the underlying stocks were fairly valued at both levels. No,
says Shiller, the stock market is not efficient; stock prices are set irrationally. Or as
George Gilder recently wrote in the Wall Street Journal:

Stock markets are world-wide webs of information. So why half the time do they
behave like members of some candy mountain mystical sect, torn between dreams
of eternal wealth and horror of a bottomless pit?

In response, I want to give my view of market efficiency. I want to say up front that
academics don't share my view and theory says I'm wrong. But my approach works for
me, and I want to share it with you.

In my opinion, the market for many stocks is highly efficient. That's what I was taught
at the University of Chicago in the mid-'60s, when capital market theory was being
developed. And in 1978, when I left equity research, I told Citibank I'd do anything
but “spend the rest of my life choosing between Merck and Lilly.” I believed in
market efficiency then and I believe in it now. But what does that mean?

When I say efficient, | mean “speedy,” not “right.” My formulation is that analysts
and investors work hard to evaluate all of the available information such that:

 the price of a stock immediately incorporates that information and
reflects the consensus view of its significance, and

o thus, it is unlikely that anyone can regularly outguess the consensus and
predict a stock's movement.



That is, the market may often misvalue stocks, but it's not easy for anyone
person - working with the same information as everyone else and subject to the
same psychological influences - to consistently know when and in which
direction. That's what makes the mainstream stock market awfully hard to beat -
even if it isn't always right.

* k%

Lastly, I want to share what I told the board of a charity whose Investment Committee I
chair. I listed some of the elements that have been at the foundation of prudent investing
during my time in the business and more:

« pursuing both appreciation and income,

. balancing growth and value investments,

« balancing the desire for gain and the fear of loss,
. buying companies with a history of profitability,
« caring about valuation parameters,

. emphasizing cheap stocks,

« taking profits and reallocating capital,

. rotating industries, groups and themes,

« diversifying,

« hedging,

« owning some bonds, and

« holding some cash.

How did this list do in 1999? It was a recipe for disaster! Every one of these elements
would have caused you to underperform. What should you have done? Just two things:

« bought growth and technology stocks that had already appreciated, and
« held them as they rose further, refusing to sell at any price.

Thus in one more way, wisdom was turned on its ear in this period.

* k%

Robertson, Soros, Druckenmiller, Brinson and Buffett succeeded for decades because the
markets they worked in (1) were driven by both fear and greed, (2) responded eventually
to reason, and (3) rewarded disciplined analysis more than they did naked aggressiveness.
That's the kind of climate we at Oaktree prefer. In the late 1990s, markets were propelled
(and the big money was made) by people who, in my opinion, substituted optimism, risk
tolerance and love of a good story for reason, caution and skepticism. If investors have
been chastened by the events of the last few weeks, I think we'll see more of the latter in
the future.

May 1, 2000



P.S.: I've learned the hard way that it's not easy to be right about the future, as I've been
complaining about market excesses for far too long. That being the case, I'm not going to
miss the opportunity to celebrate the correctness to date of my last memo, “bubble. com.”
The table below lists the stocks mentioned in that memo and their declines from its
publication at year end, and from the highs reached since then, to the April trough.

%Chg % Chg

Company Ticker 12/31/99 2000 high 4/14/00 12/31/99 2000 high
to 4/14/00 to 4/14/00
Akamai Tech. AKAM $328 $321 $ 65 -80% -80%
Amazon.com AMZN 76 89 47 -38 -48
America Online AOL 76 83 55 -28 -34
Charles Schwab SCH 38 65 41 6 -38
CMGI CMGI 138 163 52 -62 -68
E*Trade EGRP 26 33 19 27 41
Egreetings Network EGRT 10 12 3 -68 -74
Etoys ETYS 26 26 5 -82 -81
Priceline.com PCLN 47 96 59 24 -39
Red Hat RHAT 106 141 24 =77 -83
theglobe.com TGLO 8 9 3 -64 -67
VA Linux Sys LNUX 207 193 29 -86 -85
Webvan WBVN 17 18 6 -66 -69
Yahoo! YHOO 216 238 116 -46 -51

Average -50% -61%
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Memo to: Oaktree Clients
From: Howard Marks

Re: Investment Miscellany

Because I've been encouraged by the response to my “bubble. com” and venture capital
memos, I'm going to keep writing. Over time, I collect ideas that I'm tempted to pass on
to you - nothing major, but miscellany that may be of interest. Sharing them might
become a habit; let me know if you think it should.

Can't Get Any Respect

The behavior of IPOs and hot tech stocks in the last few years perverted everything that
traditionally had held true. The episode that crested in March must have been the greatest
bubble of all times. Certainly money was made in amounts and at speeds never seen
before. Companies went from business plan to IPO in a year or two, with billions of
dollars assigned to them in market capitalizations or bestowed on their founders and
venture capital backers.

In the last twelve months, technology entrepreneurs and investors on both coasts bought
homes costing several tens of millions of dollars. The line of eager buyers pushed up
prices for private planes, yachts and beachfront homes. The market for art and antiques
grew white hot. In short, as a friend of mine says, “money was disrespected.”

Traditional investing values were equally disrespected. Risk was viewed as the
investor's friend, and caution as unnecessary and unavailing. Profits - and even profit
projections - were considered superfluous. The slow and steady ways of making money
came in last, and the riskiest schemes paid off best. Venture capital funds produced
triple-digit returns in a year, and profitless technology company IPOs did so in a day.

On the other hand, investors seemed incapable of remembering why they had fixed
income allocations, and value stocks and absolute return strategies weren't far
behind in terms of disregard. In May of 1999, I heard John Angelo of Angelo
Gordon put it brilliantly:

Twenty years ago, when I told people I could make them 15% a year, year in
and year out, they said “That's impossible.” Today, when I tell people I can
make them 15% a year, year in and year out, they say “Who cares?”



To illustrate, take the case of high yield bonds, whose prices have been sagging, partly
because of steady capital flows out of high yield mutual funds (for redeployment in
equity funds). I was asked the other day when flows into high yield bonds would
resume. My answer: When people realize once again that 11 % is a good return.

But this disrespect for traditional investment thinking shall pass--and in fact it appears to
be in the process of doing so. In general, the portfolios that did best last year have done
worst so far this year, and vice versa. Traditional investing values will be respected
again. I can even imagine a day when words like “prudence” return to investors'
everyday speech.

It Restores Your Faith

If common sense and logic don't work, how are we to run our lives? In “bubble.com” I
battologized (look that up in your Funk & Wagnall's) regarding the dot-coms’
divergence from the old-fashioned notion that only if revenues exceed expenses is a
business attractive. Instead, in 1999 business models were based on giving away
products as a way to get ads in front of eyeballs, or on selling things for less than they
cost.

WebHouse Club is a poster child for failed giveaways. A spin-off of Priceline.com, it let
customers name their own price for groceries and gas. There was a problem:
manufacturers were unwilling to supply goods at the prices customers wanted to pay, so
WebHouse made up the difference. In “bubble. com” I related several old jokes about
the businessman who sells below cost, but I never expected to see life imitate art so
precisely. Anyway, WebHouse's backers lost their enthusiasm for absorbing the losses
(the fall of their Priceline stock from $170 to $3 may have had something to do with it),
and the company ceased doing business on October 5.

I find it reassuring that entrepreneurs (and, more significantly, the investors expected to
fund them) are realizing that profitless “business models” are untenable. Internet retail
firms are shutting down, especially those in overpopulated “spaces.” Now, I'm told, the
newest “b-to-c” among Silicon Valley employees is “back to consulting.” Last year,
Goldman Sachs had trouble recruiting the MBA it needed; this year the interview rooms
are overcrowded again.

What Can Reasonably Be Expected from Equities?

In a little drama that I'm sure has played out at thousands of organizations in the last
year, a charitable organization investment committee that I chair began to question its
conservative portfolio and ask whether it should have more in equities. As a result, we
commissioned some bond/stock allocation work from our consultants. Its conclusions
were most curious.



Their model called for higher equity allocations, predicting that they would lead to higher
overall returns on the portfolio and lower risk. Why? Because equities were projected to
return 14% and risk was defined as the probability of failing to average 8% over a five-
year period.

First, I said, I would never have any part in a process that equated higher equity
allocations with lower risk. I suggested that risk be defined as overall portfolio
volatility, and that took care of that.

But second, I questioned the 14% projected return from equities. Equities returned 28%
in 1995-99, I said; did someone think halving that made for a conservative projection?
No, I was told, the support mostly came-from the 13% long-run return on equities:--(I
always thought it was 10% or so, but it seems the last five years have changed all that.)

I could only think of one way to respond: I offered to put up my money against that of
the consultant's researchers and “take the under.” I doubt strongly that equities will
return 14% or anything like it in the next decade. Corporate earnings have traditionally
grown at single-digit rates, and I don't feel that's about to change substantially. With p/e
ratios unlikely to rise further and dividends immaterial, single-digit earnings growth
should translate into single-digit average equity performance at best for the foreseeable
future.

In the end, I feel there has been unreasonable reliance on the average historic return from
equities, be it 10% for 1929-92 or 13% for 1940-99. What's been lost track of is the fact
that p/e ratios were much lower when these periods began and since then have risen
substantially. I just don't believe that further p/e expansion can be counted on. How do I
view the issue? I ask the bulls one question: What's been the average performance of
stocks bought at p/e ratios in the twenties? I don't think the return has been in double
digits. I'm not even sure it's been positive.

A Framework for Understanding Market Crisis

I want to call your attention to an excellent paper with the above title written by Richard
Bookstaber, head of risk management for Moore Capital Management. It was published
in the proceedings of an AIMR seminar on “Risk Management: Principles and
Practices” (August, 1999). What smart people do is put into logical words the thoughts
we may have had but never formulated or expressed. In his article, Bookstaber has
done a great job of explaining the forces behind market crisis.

I'll try to summarize his analysis, borrowing extensively from his words but adding my
own interpretation and emphasis, there'll be some slow going, but I think you'll find it
worthwhile.

o Most people think security price movements result primarily from the market's
discounting of information about corporate, economic or geopolitical events - so-
called “fundamentals.” If you sit with a trader, however, it's easy to observe that
prices are always moving in response to things other than fundamental information.



Bookstaber says “the principal reason for intraday price movement is the demand
for liquidity .... In place of the conventional academic perspective of the role of the
market, in which the market is efficient and exists solely for informational purposes,
this view is that the role of the market is to provide immediacy for liquidity
demanders.....By accepting the notion that markets exist to satisfy liquidity
demand and liquidity supply, the frameworKk is in place for understanding what
causes market crises, which are the times when liquidity and immediacy matter
most.”

“Liquidity demanders are demanders of immediacy.” I would describe them as
holders of assets in due course, such as investors and hedgers, who from time to
time have a strong need to adjust their positions: When there's urgency, “the
defining characteristic is that time is more important than price .... they need to get
the trade done immediately and are willing to pay to do so.”

“Liquidity suppliers meet the liquidity demand.” They may be block traders, hedge
fund managers or speculators with ready cash and a strong view of an asset's value
who “wait for an opportunity when the liquidity demander's need for liquidity
creates a divergence in price [from the asset's true value]. Liquidity suppliers then
provide the liquidity at that price.” What they offer is liquidity; providing liquidity
entails risk to them (which increases as the market's volatility increases and as its
liquidity decreases); and the profit they expect to make is their price for accepting
this risk. “To liquidity suppliers, price matters much more than time.”

Usually when the price of something falls, fewer people want to sell it and more
want to buy it. But in a crisis, “market prices become countereconomic,” and the
reverse becomes true. “A falling price, instead of deterring people from selling,
triggers a growing flood of selling, and instead of attracting buyers, a falling price
drives potential buyers from the market (or, even worse, turns potential buyers into
sellers.)” This phenomenon can occur for reasons ranging from transactional (they
receive margin calls) to emotional (they get scared). The number of liquidity
demanders increases, and they become more highly motivated. “Liquidity
demanders use price to attract liquidity suppliers, which sometimes works and
sometimes does not. In a high-risk or crisis market, the drop in prices actually
reduces supply [of liquidity] and increases demand.”

In times of crisis, liquidity suppliers become scarce. Maybe they spent their capital
in the first 10% decline and are out of powder. Maybe the market's increased
volatility and decreased liquidity have reduced the price they're willing to pay. And
maybe they're scared, too. Bookstaber recalls the Crash of 1987. After the first leg
down, liquidity suppliers “had already ‘made their move,’ risking their capital at
much lower levels of volatility, and now were stopped out of their positions by
management or, worse still, had lost their jobs. Even those who still had their jobs
kept their capital on the sidelines. Entering the market in the face of widespread
destruction was considered imprudent ... Information did not cause the dramatic
price volatility. It was caused by the crisis-induced demand for liquidity at a time
that liquidity suppliers were shrinking from the market.”



o “One of the most troubling aspects of a market crisis is that diversification strategies
fail. Assets that are uncorrelated suddenly become highly correlated, and all
positions go down together. The reason for the lack of diversification is that in a
[volatile] market, all assets in fact are the same. The factors that differentiate them
in normal times are no longer relevant. What matters is no longer the economic or
financial relationship between assets but the degree to which they share habitat.
What matters is who holds the assets.” In recent years, the “habitat” in which most
investors feel comfortable has expanded. Barriers to entry have fallen, access to
information has increased and, perhaps most importantly, most investors' forays
abroad have been rewarded. Thus “market participants become more like one
another, which means that liquidity demanders all [hold] pretty much the same
assets and grab whatever sources of liquidity are available.” If they are held by the
same-traders, “two types of unrelated-assets will become highly correlated
because a loss in the one asset will force the traders to liquidate the other.”
That's not a bad explanation for the fact that when Long-Term Capital and the
emerging markets crashed in September 1998, high yield bonds and other unrelated
asset classes fell with them.

I hope you'll recognize in the above some of the elements behind the Oaktree
approach, as exemplified by our work with distressed debt.

o We look for Bookstaber's “liquidity demanders,” with their exogenous
motivations. We call them forced sellers, and they provide our best bargains.

o We take advantage when “noneconomic” market conditions increase the pressure
to sell even as asset prices move lower.

o And we rarely approach holders to buy, preferring to wait until they call us. In
that way we are “liquidity suppliers” rather than eager buyers. Take it from me,
the latter pay more.

Many of us may have had thoughts like Bookstaber's, and in my 30+ years in money
management ['ve had plenty of chances to watch liquidity demand soar, liquidity supply
dry up, prices collapse and diversification fail. But I respect someone who can put into a
rigorous framework that which “everybody knows.”

Speaking of panics, we all recognize the carnage that occurs when the desire to sell far
exceeds the willingness to buy. But I think Bookstaber's analysis applies equally to the
opposite - times when the desire to buy outstrips the willingness to sell. It's called a
buying panic and represents no less of a crisis, even though - because the immediate
result is profit rather than loss - it is discussed in different terms. Certainly 1999 was
just as much of an irrational, liquidity-driven crisis as 1987. While some of the
ramifications have been seen thus far this year, I think there's more to come.



Knowledge Versus Information

If Bookstaber's article made brilliant sense of a market phenomenon, what's the
opposite? For an example, I would look to “Stock Hoax Should Affirm Faith in
Markets” by James K. Glassman (Wall Street Journal, August 30). Glassman's name
may be familiar to you, because my memo of May 1, 2000 took issue with “Dow
36,000,” a book he co-authored. Now it's a pleasure to take issue with him again.

Glassman's book said the Dow should be at 36,000 because stocks' multiples should be
much higher than they are. Multiples should be higher because there's so little risk in
stocks, and thus investors needn't incorporate a risk premium. I didn't think that argument
made any sense, and I don't think the recent article makes any, either. This time,
Glassman argues that one of the things greatly reducing the riskiness of stocks is the
technology being employed in the markets, most notably the Internet. Because
information is disseminated so rapidly and thoroughly, investing entails less risk, so
stocks are a better place to be. As he puts it, “The Internet - simply as a tool to get
financial information out speedily - has had the effect of raising stock prices, perhaps
permanently. In that way, the new technology has added hundreds of billions of dollars
to the wealth of U.S. investors.”

Paradoxically, Glassman finds proof of this in the Emulex incident. On August 25, 2000,
a false press release was picked up on the Internet, taking Emulex stock from $103 to $45
within twenty minutes. After a few-hour trading halt, corrected information took it back
above $100. Glassman's term for the markets: “dazzling in their efficiency.”

He finds comfort in the fact that both the falsified data and the correction were
disseminated so quickly. I feel the rapid and universal distribution of information -
often at speeds and in amounts that make it impossible to verify, distill and understand -
does nothing to make the markets safer per se. For proof, look at the trend in volatility.
It seems inescapable that media hype and other short-term oriented developments have
made the markets more treacherous.

Looking at today' s mass market and the associated flood of information, my partner
Sheldon Stone sees investors as passengers on a boat, running back and forth en masse
-to one side in response to new information, and then back to the other. That makes
for a rocky crossing.

Where does Glassman go wrong? To me, his error is obvious in the following sentence:
Markets know so much more about companies, and know it so quickly,

that their assessments of worth have an up-to-the-minute efficiency and
accuracy.



The bottom line for me: Efficiency and accuracy are two very different things. As I
wrote in my May memo, investors rapidly incorporate new information into their
estimates of security values, and the market rapidly reflects the consensus view of
values,...but that doesn't mean the consensus is right. Information isn't knowledge. The
mere fact that investors have data doesn't mean they understand its significance. If
investors' knowledge was really growing, stock volatility wouldn't be increasing as
dramatically as it is. As the adage says of the fool, “he knows the price of everything and
the value of nothing.”

November 16, 2000
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Memo to:  Oaktree Clients
From: Howard Marks

Re: We're Not In 1999 Anymore, Toto

In "The Wizard of Oz," a tornado carried Dorothy and her dog, Toto, to a land ruled by a
mysterious despot in whom people had vested extraordinary powers. In the investment
world of 1999, similarly, the promise of easy money powered a wild ride into a world in
thrall to high tech investing. Both of these seemingly omnipotent forces were eventually
exposed as vulnerable, however, and the spells surrounding Oz and the stock market were
broken.

In my favorite commercial of 1999, Stuart, the cyber-geek from the mailroom, exhorted
his boss to make his first on-line stock purchase, saying, "Let's light this candle!" When
Mr. P. protested that he didn't know anything about the stock, Stuart suggested, "Research
it." Mr. P. pushed a button on his keyboard and a few seconds later, suddenly wiser,
proceeded to buy his first hundred shares. Like many, he demonstrated how easy it is to
feel smart in a bull market.

In 2000, on the other hand, on-line brokerage commercials were different. When the little
boy asked his father what he was doing at the computer, the father said he was investing
for his college education. Looking over his dad's shoulder, the boy was curious about the
on-screen data. "Five-year earnings, p/e ratio . . ." the father enumerated. "A p/e ratio of
23," the son asked, "is that good?" The father's dumbfounded silence clearly reflected his
sudden realization that he knew less than he had thought.

Obviously, in 2000, millions of investors across the board realized that they knew less
than they thought they did, and that lots of what they had been sure of was wrong.

A year ago, | wrote in "bubble. com" that tech stocks had benefited in 1999 from a boom
of colossal proportions. They exhibited all of the elements of a market bubble, with an
attractive story providing the foundation for a gravity-defying escalation of prices far
beyond reason, and for manic behavior on the part of investors. I urged readers to view
the tech stocks skeptically, but I also acknowledged that it's possible for overpriced assets



to remain so for a long time. I certainly had no idea that the excesses I saw in the
market would be remedied as quickly as they have.

The Bubble Bursts

In every regard enumerated in "bubble. com" and more, the tech-media-telecom extremes
of 1999 were reversed in 2000. I must say I've never seen anything quite like it.

Business models questioned — A year ago, I went to great lengths criticizing dot-com
business models that valued eyeballs over profits and viewed operating losses as a good
investment. This year, investors realized that the emperor was naked. The first signs
came in articles like "Burning Up" (Barron's, March 20), which cited the rate at which
Internet companies were using their finite cash to fund operating losses. More recently,
"The Giveaway Is Going Away On Web Sites" (Wall Street Journal, December 4) stated
that "many of the online companies that are in a sad state today can blame their woes on
the cornucopia of free stuff and services they have been doling out to build market share."
So now it's "p-to-p," or path-to-profit . . . just a little late. Technology entrepreneurs went
through their cash, secure in the expectation that they could always raise more by selling
shares to eager buyers. In today's market, as the British say, that's simply not on.

Technology firms disrespected — Prospective investors (not to mention bankers, suppliers
and landlords) now want to see profit potential. The laws of business are being enforced,
meaning that money-losing companies can't attract additional capital. Scores of firms
have closed, and tens of thousands of employees have lost their jobs. In perhaps the
height of indignity, the Internet has been turned against its own, as dot-coms have been
formed to chronicle the collapse of dot-coms. Log on to dotcomfailures.com for a list of
more than eighty.

Tech/media/telecom stocks brought low — Of course, the stocks that soared in 1999
tanked in 2000. The 86% gain of the NASDAQ Composite in 1999 was the greatest in
history for any major average. Its 39% loss in 2000 was the greatest in its history and, in
terms of major averages, trailed only the 1931 drops in the Dow and S&P.

Throughout my 30-plus years in the investment business, | have seen one localized boom
after another. Each time, the end was marked by a Wall Street Journal table cataloging
once-hot stocks that had fallen more than 90% from their highs. Conglomerates (late
1960s), computer software and services (1969-70), the Nifty-Fifty (1973-4), oil stocks
(early '80s) and biotech (early '90s) — they've all been there, and I felt certain that TMT
stocks would join them sooner or later. The only difference is that in 2000, the top ten
losers on the NASDAQ all declined more than 99%!

The 14 stocks mentioned a year ago in "bubble.com" provide a pretty good sample;
they're down 82% on average from their year-end 1999 prices and 87% from their highs
in 2000. Eight of the fourteen are down 96% or more from the top (see the table on the
last page for the details).



IPOs no longer a sure thing — If you ask me, the most important single contributor to the
tech stock bubble was the mania for Initial Public Offerings. When new issues began to
double, triple and more on their first day of trading - and then triple again from there - a
gold rush started. When the stock market valued profitless new ventures, only months
after their formation, at multiples of their sales (and, illogically, at multiples of the price
at which founders were gladly to sell), anything was possible. The lottery was on, and the
improbable but huge payoffs going to the winners made every ticket valuable. Later,
investors ignored the odds against success and acted as if all of the companies - even
head-to-head competitors-would be winners. The perpetual motion machine eventually
lost its momentum, of course, and it turned out that there's no sure thing. Although the
IPOs of 2000 averaged a first-day gain of 55%, about two-thirds of them are now trading
below their issue price.

Venture capital rendered mortal — 1999 witnessed the wildest single market phenomenon
I've ever seen: an asset class with a triple-digit annual return. The overheated IPO market
provided an exit for the venture capitalists and contributed greatly to their fabulous
profits. The model was simple: create a business plan (on the proverbial napkin), raise a
little money, staff up and open the doors, spend wildly to build demand for products sold
at a loss and go public at a hundred - or a thousand - times invested cost. In contrast to
last year's banner headlines, 2000's venture capital stories are a little murkier. How did
the funds do in 2000? Given the vagaries of pricing and the lags in reporting, no one has
a good reading on performance yet.

I want to highlight one thing, though: venture capital funds often distribute shares to
investors and reckon the amount distributed based on the market price of the stock at the
time. But if investors don't realize that price, their actual returns may be far lower than
those claimed by the funds. If the subsequent declines are charged to the investors' public
stock portfolios, we may never know what venture capital returns really were.

Analysts defrocked — I think one of the usual hallmarks of a market mania is
personification. This time around, the heroes included brokerage firm analysts like Mary
Meeker and Henry Blodget, who were lionized in Internet chat rooms and whose target
prices for stocks were given great credence by investors. It turns out, though, that many
analysts weren't basing their targets on analytically-derived profit and p/e estimates but,
in a stunning circularity, on what they thought investors might pay. It's now clear the
analysts added little insight in terms of either fundamentals or valuation.

The December 18 Wall Street Journal revisited six price targets. On average, the analysts
predicted a 64% gain, but the stocks declined 88% instead. For me, the most telling
thing was one analyst's alibi: "By setting [the target] only about 25% higher. . . we were
indicating there was only a little more upside in the stock." I seem to remember when
calling for a 25% gain was a bullish statement, not a warning. But then again, all kinds of
nutty behavior typified this bubble.

Odds and ends at the extreme - Numerous other elements, large and small, captured the
excesses of the tech stock mania and their reversal.




e In 1999, incubators (CMGI and Internet Capital Group), technology industry
participants (Intel and Amazon) and outsiders (Starbucks) were piling up profits in
venture investments. This year, of course, it was losses that fell to the bottom
line.

e The potential for stock option profits made dot-com jobs compellingly attractive
last year, and old economy firms had no way to compete. This year, employees
wanted cash instead, and what we read about is the negative effect of stock
options on companies' finances.

e Last year, the media told of executives jumping from the old economy to dot-
coms. This year's stories described surprise firings and careers left in the lurch.

e In 1999, brokerage house Internet conferences drew big crowds. 2000 saw
conferences postponed and cancelled.

e Whereas tech stocks commonly reached triple-digit prices in 1999, now they're
falling below $1 and being delisted by NASDAQ.

e Instead of experiencing dramatic capital inflows and perhaps closing to new
investors, tech and Internet mutual funds are diversifying into other areas,
merging with other funds or shutting down.

e Finally, in the most visible indicator, we'll see on January 28 that dot-coms will
run only about 10% of the commercials during the Superbowl, down from 50%
last year.

Of course, the bottom line is that lots of things people considered eminently logical in
1999 — like low-risk triple-digit gains — are now being shown to have been far too good to
be true. The headlines of 1999 look silly now, and the debunking in 2000 seems obvious
(e.g., "What Are Tech Stocks Worth, Now That We Know It Isn't Infinity?" in the Wall
Street Journal on April 17). But that's a juxtaposition that marks the end of every market
boom.

How'd We Get Here?

In the 1990s, positive macro forces contributed to an extremely benign environment and
steadily reinforced each other:

low inflation,

the shift of the federal budget from deficit to surplus,
easy money at low interest rates,

technological gains, and

a high degree of risk tolerance.

These things gave rise, in turn, to the elements of economic and investor prosperity:

e strong corporate and individual borrowing, leading to leveraged balance sheets,
e aggressive buying by businesses, consumers and investors,
e massive gains in productivity,



e unusually rapid growth in corporate profits, and
e strong appreciation in asset prices.

Now, with some of the props removed or in question, we are seeing:

e retail and auto sales down,

consumer and investor confidence off,

factory orders falling and layoffs on the rise,

profit warnings everywhere,

risk aversion that has reasserted itself (or should we call it fear?),
rising defaults, bankruptcies and troubled bank loans, and
significantly lower stock and corporate bond prices.

All of this is normal cyclical behavior. Cycles are one of the few things we can rely on,
as you have heard me say repeatedly, and this downswing is moving along familiar lines.
What surprised even me this time around is the rapidity and severity of these
developments. Given the extreme nature of the ascent, though, I guess an equally
extreme reversal is not unreasonable.

Of course, former bulls will say this downturn was initiated/accelerated/exacerbated by
unforeseen developments that blindsided them: skyrocketing prices for oil, gas and
electric power; rising tensions in the Middle East; and the bizarre post-election chaos.
But the important point is that something eventually derails every Pollyanna scenario. In
1998, I criticized the oxymoronic attitude exemplified by "we're not expecting any
surprises." Somehow, surprises always seem to occur. Expectations (and stock prices)
that assume there won't be any are dashed sooner or later, and optimism turns to
disappointment.

I date this cycle's turning point in investor psychology to the third quarter of 1998, with
the Russian default and the collapse of Long-Term Capital Management. Before that,
investors seemed to consider risk their friend. They blithely interpreted the upward-
sloping path of the Capital Market Line to mean that bearing more risk would reliably
bring more return. (For example, one consultant told me his firm wouldn't recommend
Oaktree's high yield bond management because they "wanted to maximize risk" and knew
they couldn't accomplish that with us.) But the Russia and Long-Term fiascoes popped
that balloon and reminded participants that risk-taking isn't always profitable.

Here's an illustration of the impact of these events on psychology. According to CSFB,
from the end of 1996 to the middle of 1998, the face amount of "distressed" bonds
yielding more than 20% (and thus indicating grave concern over credit) grew just $6
billion per year on average. But in the 2-1/3 years following Russia and Long-Term,
from mid-1998 through October 31, 2000, the amount increased by an average of $38
billion per year. Actual defaults grew only half as much over that period, ($18 billion per
year), but investors' sharply reduced willingness to bear risk caused the distressed bond
count to explode upward.



(If I'm right in saying risk tolerance turned to risk aversion in 1998, you might ask how
the tech/media/telecom boom could have continued into 1999 and early 2000. The
answer: it's the exception that proves the rule. Even as investors were turning more
conservative and capital was being withdrawn from hedge funds and banks' and brokers'
proprietary portfolios, the crowd took to TMT investing in a way that ignited the [PO
boom and everything that followed. It's often said that at the end of a bull market the vast
majority of stocks weaken while one popular sector goes on to a highly extended extreme
before collapsing. Certainly that's what happened in 1999, when the tech-dominated
NASDAQ rose 86% at the same time that the S&P 500 excluding technology was up only
3% (Wall Street Journal, December 21).

In 2000, the last holdouts — the TMT aficionados — finally realized that they had
overstated their companies' potential, ignored their dependence on a benign environment,
understated the danger implied by the market's manic volatility and paid too much for
their stocks. All of the positives of 1999 turned into negatives, with catastrophic results.

The declines in the TMT stocks in 2000 provide a tangible reminder that psychology can
change much faster than fundamentals. A little fundamental deterioration, when mixed
with increased pessimism, can wreak absolute havoc with asset prices.

Now What?

I see little chance that the boom-creating factors enumerated above — the hallmarks of the
1990s — will characterize the next few years. In particular, I see higher risk aversion and
tighter credit. But, of course, the prices of many stocks and bonds in the tech sector have
undergone serious corrections. So the question to ask is "Have they fallen enough?"

The answer is simple: I don't know. Nokia is down 55% from its high but still trades at
61 times earnings (New York Times, December 21). Qualcomm fell 53% but is still at 65
times expected earnings (Los Angeles Times, December 31). Overall, the NASDAQ
Composite, which includes many profitless companies, is valued at 90 times its
companies' total earnings (Wall Street Journal, December 20).

No one can know which way a market's going to go, but a few eternal truths and the right
mindset — the significance of which has been reinforced by the experience of the last few
years — can best prepare us to handle the inevitable uncertainty.

Beware of generalizations — Most of the time, and especially at the extremes, markets
over-generalize. Last year, investors acted as if all of the telecom companies would
succeed; this year, investors seem to think they're all losers. In 1996 and 1997, financial
institutions would lend to anyone; now, even strong companies have trouble getting
capital. When the market "throws the baby out with the bathwater," as we believe it's
doing now, gems can often be found among the wreckage. As a result, for example, our
Distressed Debt and Principal groups are prospecting for overlooked values in telecom.
Also flawed are many of the broad rules that investors invoke. In 1999, no cry was heard
more often than "buy the dips." Each time the market dropped a bit, buyers stepped in.




Anyone who bought in those declines benefited from the rallies that surely followed. Of
course, that didn't work quite so well in 2000. The dips in March-April, May and July
were all followed by rallies, but they were traps for unsuspecting buyers. Only "sell the
rallies" proved correct.

Respect cycles — There's little I'm certain of, but these things are true: Cycles always
prevail eventually. Nothing goes in one direction forever. Trees don't grow to the sky.
Few things go to zero.

That was really the problem with the bubble. Investors were willing to pay prices that
assumed success forever. They ignored the economic cycle, the credit cycle and, most
importantly, the corporate life cycle. They forgot that profitability will bring imitation
and competition, which will cut into — or eliminate — profitability. They overlooked the
fact that the same powerful force that made their companies attractive, technological
progress, could at some point render them obsolete.

Worry about time — Another element that investors ignore in their optimism is time. It
seems obvious, but long-term trends need time in order to work out, and time can be
limited. Or as John Maynard Keynes put it, "Markets can remain irrational longer than
you can remain solvent." Whenever you're tempted to bet everything on a long-run
phenomenon, remember the six-foot tall man who drowned crossing the stream that was
five feet deep on average.

One of the great delusions suffered in the 1990s was that "stocks always outperform." I
agree that stocks can be counted on to beat bonds, cash and inflation, as Wharton's Prof.
Jeremy Siegel demonstrated, but only with the qualification "in the long run." If you have
thirty years, you can rest assured that equity returns will be superior. For someone with a
thirty-year time frame, the decline of the NASDAQ in 2000 may have been a matter of
indifference. But it didn't feel that way to most people.

Time came into play in another way for the TMT entrepreneurs. Many raised the money
they needed for a year or two and proceeded to burn it up. They counted on being able to
raise more later, but in 2000 capital was denied even to worthwhile ideas. Lots of
companies never got the chance to reach profitability. More important than money, they
ran out of time.

Remember that, for the most part, things don't change — The five most dangerous words
in our business aren't "The check's in the mail" but "This time it'll be different." Most
bubbles proceed from the belief that something has changed permanently. It may be a
technological advance, a shortage or a new fad, but what all three have in common is that
they're usually short-lived.

Most "new paradigms" turn out to be just a new twist on an old theme. No technological
development is so significant that its companies' stocks can be bought regardless of price.
Most shortages — whether of commodities or securities — ease when supply inevitably
rises to meet demand. And no fad lasts forever.



Never forget valuation — The focus may shift from dividend yield to p/e ratio, and people
may stop looking at book value, but that doesn't mean valuation is irrelevant. In the tech
bubble, buyers didn't worry about whether a stock was priced too high because they were
sure someone else would be willing to pay them more for it. Unfortunately, the "greater
fool theory" only works until it doesn't. Valuation eventually comes into play, and those
who are holding the bag when it does are forced to face the music.

Be conscious of investor psychology — I don't believe in the ability of forecasts or
forecasters to tell us where prices are going, but I think an understanding of investor
psychology can give us a hint. When investors are exuberant, as they were in 1999 and
early 2000, it's dangerous. When the man on the street thinks stocks are a great idea and
sure to produce profits, I'd watch out. When attitudes of this sort make for stock prices
that assume the best and incorporate no fear, it's a formula for disaster.

I find myself using one quote, from Warren Buffett, more often than any other: "The less
prudence with which others conduct their affairs, the greater prudence with which we
should conduct our own affairs." When others are euphoric, that puts us in danger. When
others are terrified, the prices they set are low, and we can be aggressive. On December
22, in "Consumer Mood Swings to Angst," the New York Times employed a new phrase:
"irrational anxiety." If that sentiment does come to be widespread, replacing irrational
exuberance, it can signal a buying opportunity.

Check your own mindset — For me, mindset holds many of the keys to success. We at
Oaktree believe strongly in contrarianism. As suggested in the paragraph above, that
means leaning away from the direction chosen by most others. Sell when they're
euphoric, and buy when they're afraid. Sell what they love, and buy what they hate.

Closely related to contrarianism is skepticism. It's a simple concept, but it has great
potential for keeping us out of trouble. If it sounds too good to be true, it probably is.
That phrase is always heard after the losses have piled up — be it in dot-coms, portfolio
insurance, "market neutral" funds or the "Asian miracle." Oaktree was founded on the
conviction that free lunches do exist, but not for everyone, or where everyone's looking,
or without hard work and superior skill. Skepticism needn't make you give up on superior
risk-adjusted returns, but it should make you ask tough questions about the ease of
accessing them.

We think humility is essential, especially concerning the ability to know the future.
Before we act on a forecast, we ask if there's good reason to think we're more right than
the consensus view already embodied in prices. As to macro projections, we never
assume we're superior. About under-researched companies and securities, we think it's
possible to get an edge through hard work and skill.

Finally, we believe in investing defensively. That means worrying about what we may
not know, about what can go wrong, and about losing money. If you're worried, you'll
tend to build in more margin for error. Worriers make less when everything goes right, as
in the tech bubble, but they also lose less — and stay in the game — when things return



to earth. At Oaktree, we're guided more by one principle than any other: if we avoid the
losers, the winners will take care of themselves.

These are the things that Oaktree is built on, and that got our clients through 2000 in one
piece. We can't promise that all of our investment decisions will be correct, but we can
assure you they will embody these crucial ingredients for success in 2001 and beyond.

December 31, 2000

Stocks Mentioned In "bubble.com" — January 1, 2000

% Chng. % Chng.
12/31/99 2000 high

Ticker Price 2000 Price to to
Company Symbol 12/31/99 High 12/31/00 12/31/00 12/31/00
Akamai Tech. AKAM $328 $346 $21 -94% -94%
Amazon.com AMZN 76 92 16 -80 -83
America Online AOL 76 83 35 -54 -58
Charles Schwab SCH 26 45 28 +11 -37
CMGI CMGI 138 164 6 -96 -97
E*Trade EGRP 26 33 7 =72 -78
Egreetings Network  EGRT 10 13 # -97 -98
Etoys ETYS 26 28 # -99 -99
Priceline.com PCLN 47 104 1 -97 -99
Red Hat RHAT 106 148 6 -94 -96
Theglobe.com TGLO 8 10 # -96 -97
VA Linux Sys LNUX 207 208 8 -96 -96
Webvan WBVN 17 19 # -97 -97
Yahoo! YHOO 216 250 30 -86 -88
Average -82% -87%

# = below 50¢
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Memo to: Oaktree Clients
From: Howard Marks

Re: Safety First . . . But Where?

Are you from the old school? Do the following terms sound familiar?

fiduciary duty
preservation of capital
risk aversion

dividend yield

Although in common use prior to the 1980s, they've been heard less and less since then.
For this reason, a score of zero means you are completely modern, two means you're so-
so0, and four means you are far behind the times. I fall solidly into the last category. That
means much of what I heard and read in the late 1990s made absolutely no sense to me.

Of course, just as momentum investing eventually gives way to contrarianism (and vice
versa), periods when carefree investing is highly rewarded eventually come to an end, as
happened in 2000. I am writing to explore the question of where to look for successful
investments when sheer aggressiveness stops paying off.

"A-B-C," my Uncle Jack used to say when he taught me how to cross the street, "always
be careful. Stop and look both ways." Most of us start off that way, but after a period
when few cars come and the people who rush headlong get there fastest, caution
sometimes is cast aside.

Just as standing frozen with fear is no way to move ahead, investors occasionally are
issued a reminder that not worrying about danger can be just as foolish. Pursuit of return
must be balanced against aversion to risk. The latter came to be accorded far too little
attention as the 1990s wore on, but that seems to have been corrected. Where can we
look now for good risk-adjusted returns?

What's Been Tried?

Common stocks — Among the mantras that were repeated in the past decade, few received
as much credence as "stocks outperform." Wharton's Professor Jeremy Siegel
documented in his book, "Stocks for the Long Run," that equities have beaten bonds,

cash and inflation over almost all long periods of time. In fact, his graph of the
movements of the stock market over the last 200 years looks like a straight line from
lower left to upper right. Evidence like this convinced people to increase their equity
allocations while continuing to sleep well. Little did they know that the price gains that
made them feel so sanguine about their positions were dramatically increasing their risk.




I am a great believer in common stock investing, but I hold tight to a few caveats:

e Return expectations must be reasonable.
e The ride won't be without bumps.
e [t's not easy to get above-market returns.

We live in the world's most productive economy, under a very effective capitalist system,
at a wonderful point in time. In general, it's great to own productive assets like
companies and their shares. But occasionally, people lose track of the fact that in the long
run, shares can't do much better than the companies that issue them. Or to paraphrase
Warren Buffett, when people forget that corporate profits grow at 8 or 9% per year, they
tend to get into trouble.

It's never clear what base period makes for a relevant comparison, but between 1930 and
1990, annual returns from stocks averaged about 10% per year. Periods when they did
better were followed by periods when they did worse. The better periods were usually
caused by the expansion of p/e ratios, but valuations tended to return from the
stratosphere, and returns roughly paralleled profit growth in the long run.

There always will be bull markets and bear markets. The bull markets will be welcomed
warmly and unskeptically, because people will be making money. They will be propelled
to great heights, usually by the rationalization that "it's different this time; productivity,
technology, globalization, lower taxation — something — has permanently elevated the
prospective return from stocks."

The bear markets will come as a shock to the unsuspecting, demonstrating that, most of
the time, the world doesn't change that much. For example, when you look at Siegel's
200-year straight-line stock market graph, no hiccup is visible in 1973-74. Try telling
that to the equity investors who lost half their money.

The bottom line is that risk of fluctuation is always present. Thus stocks are risky unless
your time frame truly allows you to live through the downs while awaiting the ups. Lord
Keynes said "markets can remain irrational longer than you can remain solvent," and
being forced to sell at the bottom — by your emotions, your client or your need for money
— can turn temporary volatility (the theoretical definition of risk) into very real permanent
loss. Your time frame does a lot to determine what fluctuations you can survive.

Active management — In order to get more out of the ups and try to lessen the pain of the
downs, most people turn to active management via market timing, group rotation,
industry emphasis and stock selection. But it's just not that easy. The American Way —
earnestly applying elbow grease — doesn't often payoff.

As you know, I believe most markets are relatively efficient, and that certainly includes
the mainstream stock market. Where lots of investors are aware of an asset's existence,
feel they understand it, are comfortable with it, have roughly equal access to information
and are diligently working to evaluate it, the market operates to incorporate their



collective interpretation of the information into a market price. While that price is often
wrong, very few investors can consistently know when it is, and by how much, and in
which direction.

The evidence is clear: most investors underperform the market. They (a) can't see the
future, (b) make mistakes that keep them at a disadvantage, (c) accept high risk in their
effort to distinguish themselves, and (d) spend money trying (in the form of market
impact and transaction costs).

Of course, there are individuals who beat the market by substantial margins, and they
become famous. The mere fact that they attract so much attention proves how rare they
are. (That's the meaning of the adage "it's the exception that proves the rule.") Adding to
return without adding commensurately to risk requires rare understanding — of how
money is made and what constitutes value — and far more managers promise it than have
it. I was recently on a panel that was asked what gave our firms their edge. One panelist
responded "we have 160 analysts around the world." To me, that response demonstrated
a total lack of insight. Unless those 160 analysts are more astute than the average
investor, they'll contribute nothing. Certainly another 160 wouldn't double the manager's
ability to add value. (If they could, everyone would be an analyst.)

Most active managers go through times when their biases or their guesses lead them to do
things that beat their assigned benchmark, which they attribute to their skill, and times
which are the opposite, which they attribute to being blindsided by the unforeseeable (or
to some defect in the benchmark). But these are two sides of the same coin, and in the
long run the average manager adds little. Usually, active management will not allow you
to beat the stock market, or to enjoy the fruits of the market without fully bearing its risk.

Indexed equities — Thirty years or so ago, investors began to concede that while it was
desirable to participate in the stock market, it wasn't worth trying to beat it. Under
prodding from academics at the University of Chicago and practitioners such as John
Bogle of Vanguard, there began a trend toward index funds, with their low costs and
assured inability to underperform.

The essence of index investing was a "passive portfolio" that represented a relatively
unbiased sample of the universe of stocks. The Standard and Poors' 500 was the
immediate choice and quickly became synonymous with "stocks" and "the market."

With every period in which active managers underperformed, the trend toward indexing
got another boost. The percentage of equities held via index funds rose. In the mid-to-
late 1990s, when large-cap growth stocks hogged the spotlight, passive investing
outperformed. (That's an oxymoron, isn't it?) But as the groups most heavily represented
in the S&P did best, indexation was in fact looked at as an offensive weapon.

As the tech stock boom reached its apex in 1999, even the keepers of the S&P 500
succumbed to the trend. In order to stay "modern" and "representative," they threw out
low-priced Old Economy stocks that had lagged and substituted hot tech names such as
Yahoo!, Broadcom, JDS Uniphase and Palm. The effect — the error — was classic.



Adding a fast-rising tech stock to the S&P made index funds buy it, as well as active
managers measured against the S&P. This added further to the stock's momentum, in a
self-fulfilling cycle.

By the end of 1999, technology stocks constituted roughly 40% of the S&P, and thus it no
longer delivered "unbiased" participation in equities. Prudent index investors looked for
alternatives like the Russell 5000, while trend-followers threw more and more money into
the S&P. As usual, investors got carried away with the simplistic solution; in some
people's minds, index funds' infallibility was transmuted from "incapable of failing to
capture the gains of stocks" into "incapable of performing poorly." Of course, money
flooded in.

The cycle turned, as it inevitably does. The recently added tech stocks hurt the S&P in
2000, and indexers underperformed active managers. On March 30, 2001, The Wall
Street Journal wrote: "For investors with index-fund holdings, the market downturn
makes the forget-about-it approach a much less appealing strategy then when stocks are
climbing.” As the kids say, "Duh!"

Stocks of great companies — Over the years, buying and holding the stocks of leading
companies has been a favorite way to strive for high return and low risk. In 1999 I heard
lots of people say they were buying Microsoft, Intel and Cisco because they were sure to
lead the technology miracle. They still are, and yet their stocks are now down 53%, 68%
and 83%, respectively, from their highs.

People too easily forget that in determining the outcome of an investment, what you
buy is no more important than the price you pay for it. As Oaktree consistently
demonstrates, we'd much rather buy a so-so asset cheap than a great asset dear.

The stocks of great companies often sell at prices that assume their greatness can be
perpetuated, and usually it cannot. While in business school in the 1960s, I read a
brochure from Merrill Lynch introducing a novel concept called growth stock investing.
Many of the stocks it profiled went on to be pillars of the Nifty-Fifty by the time I joined
the First National City Bank in 1969. It was the party line that if the company you invest
in is good enough and growing fast enough, there's no such thing as too high a price.
Along with lots of companies that are still considered great, the Nifty-Fifty included such
average companies of today as Avon, Kodak and Polaroid. Starting from their 1973
highs, we estimate these stocks' respective annual returns at .4%, (.4%) and (10.4%)!
"Great company today'" doesn't mean "great company tomorrow," and it certainly
doesn't mean '"'great investment."

On February 7, 2001, the Wall Street Journal carried "Unsafe Harbors: Folks Who Like
To Buy A Stock and Forget It Face Rude Awakening." It said,

Big, industry-leading companies are being rocked by everything from
deregulation to cutthroat competition to fast-changing technology that can shift an
industry's balance overnight. The speed of change today is changing the concept



of a few safe stocks, which you can just buy and sock away, into almost an
investment relic.

The Journal supplied lots of evidence showing how risky it can be to buy and hold stocks
thought to be great:

e Among the 50 largest stocks in the S&P 500, almost half lost 20% of their value
last year; . . . even in 1999' s bull market 10 of these top 50 stocks fell by that
much.

e Ten of the 50 biggest stocks lost 20% in a single day last year.

e In each of the past three years, an average of eight of the 50 stocks in the S&P 500
sporting the highest dividend [yields] dropped 20% or more in a month.

A February article in Fortune magazine, covering 1960-80, 1970-90 and 1980-99, showed
that out of 150 candidates among large companies, only four or five in each period were
able to grow earnings per share at 15% per year on average. Can you guess the only
company that did it in all three periods? It was Philip Morris. And yet despite that
unequalled record, its stock rose only 7.6% per year in 1991-99, (13.0% per year behind
the S&P 500), because of concern over tobacco litigation.

Pursuing quality regardless of price is, in my opinion, one of the riskiest — rather
than the safest — of investment approaches. Highly respected companies invariably fall
to earth. When investors' hopes are dashed, the impact on price is severe. For example, if
a high p/e ratio is attached to earnings that are expected to grow rapidly, an earnings
shortfall will cause the p/e ratio to be reduced, bringing about a double-barreled price
decline.

Lord Keynes wrote "speculators accept risks of which they are aware; investors accept
risks of which they are unaware." As Keynes's definition makes clear, investing in the
stocks of great companies that "everyone" likes at prices fully reflective of greatness is
enormously risky. We'd rather buy assets that people think little of; the surprises are
much more likely to be favorable, and thus to produce gains. No, great companies are not
synonymous with great investments . . . or even safe ones.

High-grade bonds — After several years in investment exile, traditional fixed income
instruments racked up good absolute returns and super relative returns in 2000. (For
example, the Lehman Brothers Government/Credit Index was up 11.9%.) But don't bet
on a repeat.

First, I don't believe bonds should be bought with an expectation that their returns will
exceed their promised yields. That means 4-6% on governments and 6-8% on high-grade
corporates.

Second, government bonds are quite highly priced today, thanks to:

o the flight to quality that resulted from the pain in the stock and high yield bond
markets,



e the current low level of inflation, and
¢ the looming scarcity of Treasury securities as budget surpluses erase the Federal debt
(I'm not quite sure I buy that one).

Third, high-grade corporates have not been an unfailing source of safety. The February 7
Journal story referenced above included the observation that "of corporate bonds rated
investment grade, an unprecedented 3% fell 30% or more in price last year, according to
Merrill Lynch & Co."

The pundits - As usual, the cresting of stocks in 1999/early 2000 was caused and/or
accompanied by the vesting of special powers in "experts." I have previously railed
against the brokerage house analysts who set price targets based on where they guessed a
stock could sell and gave out "buy" ratings to drum up corporate finance business.

The current targets for my wrath are the talking heads from CNBC and its competitors. I
resent the role they played in the popularization of equity investing, in the bubble that
developed, and in the debacle that followed. They're glad to opine on what stocks are
worth, why they went up or down yesterday, and what they're going to do tomorrow. But
the more I listen, the more I feel the absence of a few key phrases like "beats the heck out
of me" and "darned if I know." I think one of the elements that roped in so many people
and convinced them they could invest safely despite their lack of expertise was the
media's repeated message that these things were knowable. Some of the confidence of
these personalities has evaporated of late.

The Fed — The trend of personalizing described above reached its apogee in the
deification of Alan Greenspan. For almost fourteen years, Greenspan has done an
excellent job at the Fed. He kept a weather eye out for signs of inflation and took steps to
avert it when needed. He wisely injected liquidity into the financial system in times of
crisis. And he made every effort to keep a steady hand on the economy, trying to avoid
sudden moves that could unsettle the participants.

He has presided over a terrific economy; I can't imagine a better one. I phrase that
carefully, because it will be debated whether he made it great or it made him great.
People who know things I don't will decide the question.

In January, the markets demonstrated their great faith in Greenspan by leaping forward
when the first interest rate cut was announced. "Surely Greenspan will be able to avoid a
cessation of growth." Investors were highly confident that he would be able to save them.
Yet in 1998-9, when he as good as said "I’m going to slow the economy and rein in this
irrational exuberance," no one acted as if he could, and the market continued to roar.

That is, investors first disregarded his power to throw cold water on the party but later
had great faith that he could keep it going. I think this demonstrates their lack of
objectivity and the selectiveness of their perception. No one can build the perpetual
motion machine investors hope for, but that doesn't mean they'll stop hoping.



The sure thing — In fact, that brings me to the bottom line. Even though people have
always looked for the silver bullet, the easy answer and the free lunch, there is no such
thing. "Hope springs eternal," they say, or is it greed? Everyone wants the riskless route
to riches, but markets exist to make sure it can't exist for long.

No one has all the answers. Lots of people can guess the direction of the market once or
twice, or pick the right stock or group, but very few can do it consistently. That doesn't
keep investors from following the latest Messiah who's been right once in a row. But no
one seems to ask "if he knows what's going to happen, why is he telling me?"

No rule is valid all the time. Buy growth; buy value. Buy large-cap; buy small-cap. Buy
domestic; buy international. Buy developed; buy emerging. Buy momentum; buy
weakness. Buy consumer; buy tech. I've seen them all.

There is no perfect strategy. People flocked in droves to growth stock investing, real
estate, portfolio insurance, Japanese stocks, emerging market stocks, tech stocks, dot-
corns and venture capital. Each worked for a while and sucked in more and more
investors. But in each case, success eventually pulled in enough money to guarantee
failure.

Over the years, performance has constantly improved in areas like golf. That's because
while the participants develop new tools and techniques, the ball never adjusts and the
course doesn't fight back. But investing is dynamic, and the playing field is changing all
the time. The actions of other investors will affect the return on your strategy. Just as
nature abhors a vacuum, markets act to eliminate an excessive return.

So Then What Do We Do Now?

I have a few things to suggest that may help in the years that lie ahead. None of them will
prove easy to implement, however. None will give you that sure thing.

Accept change — Among the important elements that clients, consultants and managers
must possess is adaptability. The only thing you can count on is change. Even if the
fundamental environment were to remain unchanged — which it won't — risk/return
prospects would change because (a) investors will move the prices of assets, certainly in
relative terms, and (b) investor psychology will change. That's why no strategy, tactic or
opinion will work forever. It's also why we have to work with cycles rather than ignore
or fight them.

Search for alpha — In doing so, however, it's essential to understand:

e what alpha is,
e what markets permit it, and
e who has it.



To me, alpha is skill. It's the ability to profit from things other than the movements of
the market, to add to return without adding proportionately to risk, and to be right more
often than is called for by chance.

More important, alpha is differential advantage; it's skill that others don't possess.
That's why knowing something isn't alpha. If everyone else knows it, that bit of
knowledge gives you no advantage.

Lastly, alpha is entirely personal. It's an art form. It's superior insight; some people just
"get it" better than others. Some of them are mechanistic quants; others are entirely
intuitive. But all those I've met are extremely hard working.

You want managers who have alpha, and you want them to be working in markets that
permit it to be put to work. Only in markets that are not efficient can hard work and skill
pay off in consistently superior risk-adjusted returns. I always say if you gave me 20
Ph.D.s and a $100 million budget, I still couldn't predict the coin-toss before NFL games.
That's because it's something into which no one can gain superior insight. When someone
says "my market is inefficient" or "I have alpha," make him prove it.

You want to be sure the claimed alpha is there. Just about everyone in this business is
intelligent and articulate. It's not easy to tell the ones with alpha from the others. Track
record can help but (a) it has to be a long one and (b) it's still possible to play games.

My advice to you is that when you find managers who do what they promise and seem to
do it well, stick with them. Even the best manager won't be infallible, but staying with
those who've demonstrated skill and reliability will reduce the probability of
disappointment. I don't expect much out of market returns in the years ahead, so alpha
will be more important than it was in the 1990s.

Pursue non-market-based returns — The period since I started managing money in 1978
has been incredible. There were a few bad days and quarters, but through 1999 there
wasn't a single year with a return on the S&P 500 worse than minus 4.8%. From 1978
through 1999, the return on the S&P 500 averaged 17.6% per year. 111at rose to 20.6%
for 1991-99 and 28.3% for 1995-99. I doubt there's ever been a better 22-year run; to ask
for more would be just plain piggish. But I don't think it'll be anything like that in the
years just ahead.

The observers I most respect foresee single digit returns. Stock market returns have three
components: profit increase, multiple expansion and dividend yield. The last is minimal
and the second can't be counted on from here. So that means we're down to the rate of
increase in corporate profits, which is likely to be in single digits. Returns like that would
be somewhat below the historic average, but after such a great 22-year period, a little
correction wouldn't be unreasonable.

So if stocks are poised for unexciting single-digit returns, (and if the period ahead may be
marked by more negative surprises than the recent past, which I believe), what looks
promising? I suggest you search for returns that are not predicated on market advances.



Coupon interest provides a good start, so high yield bonds and convertibles are likely
candidates. Distressed debt is an example of a non-prosperity-oriented strategy that
should work well.

Lastly, I would take a good look at "absolute return-type" strategies. These are designed
to systematically take advantage of market inefficiencies and to capture managers' alpha
while limiting susceptibility to fluctuations. Arbitrage, long/short, hedge and market-
neutral strategies fall into this category. Most strive to earn returns in the teens on a
consistent basis, with relative indifference to the performance of the mainstream markets.

I think investors are about to move into these areas en masse for a number of
reasons:

e because they did well in recent years, and especially well amid the chaos of 2000,
e Dbecause of the pain inflicted by stocks over the last twelve months, and
e Dbecause of the modest prospects in the mainstream markets.

I expect hedge funds and absolute return funds to be promoted heavily by brokerage
firms, mutual fund organizations and investment advisers and to become the next
investment fad. And there's good reason why they should. Especially given the
competition from the mainstream, an appropriate mantra for the 2000s might be "low
double digits ain't bad." If you can identify managers who possess enough alpha to
consistently deliver such returns, you should hire them. And there's a better-than-average
chance they'll be found in the hedge fund arena, where managers get a share of the profits.

However, that doesn't mean a few caveats aren't in order:

e Expectations must be reasonable. Investors must realize that very few managers are
truly capable of earning 12% or 15% steadily and with low correlation to the
mainstream markets. Anything approaching 20% is Herculean.

e Most returns really won't be "absolute." I have seen lots of "hedge" and "market
neutral" funds drop precipitously. That's because it's unusual for portfolio returns to
be entirely divorced from their environment. For example, one of the things currently
attracting attention is the excellent performance of risk arbitrage last year. But
something systematically favorable may have occurred in 2000, and thus it could turn
systematically unfavorable in some future year. I've often said "zero correlation" may
not be attainable; "low correlation" may have to suffice.

e Money flows will playa big role. In general, the good records have been built on
small amounts of money. And those records will attract large amounts of money.
There are several consequences.

First, records simply may not be capable of extrapolation. To handle more money, a
manager may have to invest faster, put more dollars into each position, put on a larger
number of positions, broaden the fund's range of activities, add new staff members



and/or reduce selectivity. All of these can have negative implications. George Soras
and Julian Robertson had terrific records, but they eventually reached $20 billion and
lost their specialness.

Second, many of the best managers with alpha and discipline are already closed to
new money, or will reach the point when they are. Thus in the extreme, as Groucho
Marx would have put it, "I would never invest my money with anyone who'd take it."

And third, when there's too much money in an area, even funds that are closed can be
affected. Long-Term Capital found others emulating its trades and eventually lost its
opportunity because too much money had piled into its niches.

e The wrong people will get money. The rush to invest in an area gives money to
managers who shouldn't get it. When the best are closed, the rest will be funded.
Second-string managers will split off from established groups and get money based on
their old fund's record (regardless of how much of it was theirs). Thus, as the amount
of money in the area rises, the average quality of the managers may fall.

e Fees can eat up alpha. When the demand for funds outstrips supply, fund managers
have the ability to raise fees and thereby appropriate for themselves a larger portion of
their funds' returns.

¢ Disappointments will be many. Due to the factors enumerated above, the next few
years will see many investors fail to get what they hoped for . . . as usual. One of my
favorite sayings is "what the wise man does in the beginning, the fool does in the
end." Over the last 20-30 years, a few talented managers built successful hedge funds
on relatively small amounts of capital. I believe the period ahead will see lots of
people raise more than they should; thus it will have to be navigated with care.

Investment trends certainly run the risk of being carried to extremes. (For an example,
take a look at venture capital in 2000.) Despite this, I think absolute return investing
deserves your attention. But you should commit only after a lot of investigation and with
your eyes wide open. No process, no label, no strategy will deliver performance in and of
itself. Exceptional low-risk performance requires a partnership between skillful,
disciplined money managers and insightful, hard-working clients.

April 10, 2001
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Memo to: Oaktree Clients
From: Howard Marks

Re: What's It All About, Alpha?

With apologies to Burt Bacharach and Dionne Warwick, whose 1966 rendition for the
movie "Alfie" was much more artistic, I couldn't resist adapting their title for a memo on
investment theory.

What's it all about, indeed? Everyone talks about alpha . . . and beta, risk and return, and
efficiency and inefficiency. But I believe few people use them to mean the same thing, or
correctly. Thus the thinking I did about alpha while writing "Safety First" in April has
convinced me to set out my views on all of these subjects.

In this connection, my 1967-69 attendance at the University of Chicago Graduate School
of Business was pivotal. I had previously been at a non-theoretical Wharton, where I
learned investment practice a la Graham and Dodd but not one word on what I'm about to
discuss. At Chicago I found a new theory of investments that would revolutionize the
field. My exposure to it was eye-opening and kept me from becoming an unquestioning
member of what I call the "I know" school of investing (where people think a little effort
is all it takes to know the future direction of any stock or market). The 32 years since
Chicago have given me enough time to forget a lot of the theory I learned . . . but also,
most importantly, the real-world experience needed to leaven it, leading to my own
synthesis of theory and practice.

Market efficiency — A great deal of how one views the investment world depends on
one's position on the subject of market efficiency. Rather than reinvent my own wheel,
I'll lift parts of my memo "Irrational Exuberance" from May 2000. (Thankfully, when
you copy from yourself it's not plagiarism.)

First, I'll provide my take on the efficient marketeers' view. Then, I'll describe my own
version of market efficiency. I'll admit again that academicians don't share my view and
theory says I'm wrong. But my approach works for me, and I'll restate it below.

While at Chicago, one of the first things I studied was the Efficient Market Hypothesis,
which states:

e There are many participants in the markets, and they share roughly equal access to all
relevant information. They are intelligent, highly motivated and hard working. Their
analytical models are widely known and employed.

e Because of the collective efforts of these participants, information is reflected fully
and immediately in the market price of each asset.



e Thus, market prices provide accurate estimates of assets' intrinsic value, and no
participant can consistently identify and profit from instances when they are wrong.

e Assets therefore sell at prices from which they can be expected to deliver risk-
adjusted returns that are "fair" relative to other assets. Riskier assets must offer higher
returns in order to attract buyers. The market will set prices so that appears to be the
case, but it won't provide a "free lunch." That is, there will be no incremental return
that is not related to (and compensatory for) incremental risk.

I believe strongly that some markets are quite efficient, including those for the world's
leading stocks and bonds. Take international fixed income, for instance. Here, people try
to decide whether British, French or German government bonds are the cheapest at a
given time and establish portfolio weightings accordingly. The primary differences
between these bonds, it seems to me, relate to their issuing countries' rates of economic
growth and inflation. But it's to make allowance for those differences that there exist
differential interest rates and floating exchange rates. And aren't those some of the
world's most closely watched phenomena, with hundreds of sophisticated financial
institutions on both sides of every question? Can any one participant realistically expect
to be able to do a superior job in such a market?

Stocks are less homogenous, and there's more to choose between them, but I still think the
market for popular stocks is efficient. That's the reason why, when I left equity research
in 1978, I told Citibank I would "do anything other than spend the rest of my life
choosing between Merck and Lilly." 1 believed in efficient markets then, and I believe in
them now. But what do [ mean?

When I say efficient, I mean it in the sense of "speedy," not "right." I agree that because
investors work hard to evaluate every new piece of information, asset prices immediately
reflect the consensus view of the information's significance. I do not, however, believe
the consensus view is necessarily correct. In January 2000, Yahoo! sold at $237. In
April 2001 it was at $11. Anyone who argues that the market was right both times has his
head in the clouds; it has to have been wrong on at least one of those occasions. But that
doesn't mean many investors were able to detect and act on the market's error.

If prices in efficient markets already reflect the consensus, then sharing the consensus
view will make you likely to earn just an average return. To beat the market you must
hold an idiosyncratic, or non-consensus, view. But because the consensus view is as
close to right as most people can get, a non-consensus view is unlikely to make you more
right than the market (and thus to help you beat the market).

The bottom line for me is that, although the more efficient markets often misvalue
assets, its not easy for anyone person — working with the same information as
everyone else and subject to the same psychological influences — to consistently hold
views that are different from the consensus and closer to being correct. That's what
makes the mainstream markets awfully hard to beat — even if they aren't always right.



Inefficiency — Although I spent a lot of time last year discussing efficiency, I didn't touch
on inefficiency. This is a word I've heard misused terribly, usually as a synonym for
"cheap," as in "the oils were fully priced last year but now they're really inefficient." First
of all, inefficiency doesn't come and go in quick bursts. Markets are inefficient for
longer-term structural reasons relating primarily to shortcomings on the part of their
participants and infrastructure. Second, "inefficient" absolutely does not mean "cheap"
(or "dear").

To me, an inefficient market is one that is marked by at least one (and probably, as a
result, by all) of the following characteristics:

e Market prices are often wrong. Because access to information and the analysis
thereof is highly imperfect, market prices are often far above or far below intrinsic
values.

e The risk-adjusted return on one asset class can be far out of line with others. Because
assets are often valued at other-than-fair prices, an asset class can deliver a risk-
adjusted return that is significantly too high (a free lunch) or too low relative to other
asset classes.

e Some investors can consistently outperform others. Because of the existence of (a)
significant misvaluations and (b) differences between participants in terms of skill,
insight and information access, it is possible for misvaluations to be identified and
profited from with regularity.

This last point is very important in terms of what it does and does not mean. Inefficient
markets do not necessarily give their participants generous returns. Rather, it's my
view that they provide the raw material — mispricings — that can allow some people
to win and others to lose on the basis of differential skill. If prices can be very wrong,
that means it's possible to find bargains or overpay. For every person who gets a good
buy in an inefficient market, someone else sells too cheap. One of the great sayings about
poker is that, "In every game there's a fish. If you've played for 45 minutes and haven't
figured out who the fish is, then it's you." The same is certainly true of inefficient market
investing.

In inefficient markets, then, it's essential that a manager have superior personal skill, or
"alpha" (see below). It's actually far more important than in efficient markets, where
prices are so well aligned that it's hard to perform far off the average. Good evidence on
this subject is found in the table on the next page, from "Pioneering Portfolio
Management" by David Swenson of Yale.



Dispersion of Active Management Returns

Identifies Areas of Opportunity
Asset Returns by Quartile, Ten Years Ending December 31, 1997

Asset Class First Quartile Median Third Quartile Range
U.S. fixed income 9.7% 9.2% 8.5% 1.2%
U.S. equity 19.5 18.3 17.0 2.5
Int'l equity 12.6 11.0 9.7 2.9
Real estate 5.9 3.9 1.2 4.7
Leveraged buyouts 23.1 16.9 10.1 13.0
Venture capital 25.1 12.4 3.9 21.2

As the table shows, the range between the 251 percentile and the 750 percentile of
investors in what I think are relatively inefficient markets (venture capital and leveraged
buyouts) is much broader than it is in more efficient markets (mainstream stocks and
bonds). This supports the belief that in inefficient markets, either (a) prices diverge more
from intrinsic values, (b) there's more variation among investors in terms of skill, (c) that
variation has more impact, or (d) all of the above. Any way you slice it, hiring a superior
manager is more crucial in the inefficient markets.

Return — The terms alpha and beta are derived from the basic form of an algebraic
equation, which is:

y=a+bx
Thus in investments we say a portfolio's result can be predicted by the equation:
return = alpha + (beta x the market's return)

Beta is a coefficient equal to the proportion of the market's return that the portfolio can be
expected to capture. It can best be described as "degree of responsiveness" to the market,
or "relative volatility." An S&P index fund will have a beta of 1.0 relative to the S&P
500 (that is, it will go up and down at the same rate as the S&P). An S&P index fund
leveraged two to one would have a beta of 2.0 (i.e., it will have twice the response). A
portfolio consisting of half S&P index fund and half cash will have a beta of .5. A
defensive equity portfolio might be expected to have a beta of .7.

Turning up your beta, whether through the use of leverage or by emphasizing more
volatile holdings, is certainly one way to try to add to your return. Under investment
theory it's the only way, since "beta x the market's return” is the only non-zero term in the
above equation (more on this later). The trouble with relying on a high beta to enhance
your return is that it's entirely symmetrical. It cuts both ways, subtracting as much when
it's wrong as it adds when it's right, which means that it does nothing to increase your
expected return unless the underlying decisions are right. It epitomizes the Las Vegas



saying that "the more you bet, the more you win when you win" (but also, as I like to
point out, the more you lose when you lose).

Alpha is a variable equal to the contribution resulting from the skill of the portfolio
manager. As I wrote in "Safety First," alpha is the ability to profit consistently from
things other than the movements of the market, to add to return without adding
proportionately to risk, and to be right more often than is called for by chance. Examples
of its ingredients include superiority in (a) collecting and analyzing information, (b)
discerning which factors are most important in determining future value, and (c) resisting
the market's manic-depressive fluctuations.

Alpha is what's lacking when a market is efficient. But just as I believe there are some
relatively efficient markets, I'm also sure people with alpha exist, as well as less efficient
markets where it can be put to good use.

It's essential to recognize that investment skill isn't distributed evenly — that the
investment world isn't democratic or egalitarian. That's why Peter Vermilye, the
Citibank boss who steered me toward convertibles and high yield bonds, says only the top
10% of analysts contribute anything. It's also why I think so little of investment
management firms that describe their edge in terms of head count; an army of average
analysts will do you no good.

That's because, in my view, alpha is best thought of as "differential advantage," or skill
that others don't possess. Alpha isn't knowing something, it's knowing something
others don't know. If everyone else shares a bit of knowledge, it provides no advantage.
It certainly won't help you beat the market, given that the market price embodies the
consensus view of investors — who on average know what you know.

Alpha is entirely personal. It's idiosyncratic, an art form. It's superior insight; some
people just "get it" better than others. Some of them are mechanistic quants; others are
entirely intuitive. Hard work is a common thread among the best investors I know, but
hard work alone is absolutely insufficient to explain their superior performance.

Alpha is zero for someone with no skill (i.e., a dart thrower). Warren Buffett, on the
other hand, seems to have lots of alpha — even in a market most people think of as
efficient. It's possible to have negative alpha if you're wrong more often than not.
Someone who's always wrong would have lots of negative alpha, but he'd be a great guy
to know (since you could be right all the time by doing the opposite of what he says).

Everyone knows it's a cornerstone of investment theory that there's no such thing as
alpha...

Clearly this underlies the Efficient Market Hypothesis. The market is more right
than any investor. No investor is better than any other. No one is capable of
consistently outperforming. Anecdotal evidence of superior performance is
dismissed by academicians who attribute it to luck or a too-short trial period.



. . . but there's something of an oxymoron afoot. Even though thousands of people
expect to make a living from active investment management, much of traditional
investment thinking is built on the realization that alpha is severely limited (even
though the practitioners don't state it that way).

Why do I say that? Most investors claim they can outperform the market — that is, can
see, assess and understand better than the average investor — because of superior
intelligence and hard work. Doesn't everyone think he can beat the market? But much of
what's actually practiced, even by Oaktree, subtly acknowledges that the ability to know
more — and if you think of it, that's a lot of what alpha really is — is quite limited.

It's a common assumption that if an investor's portfolios are highly concentrated, they're
risky. But that assumes he can't see the future. If he could, it would be perfectly safe to
have a low level of diversification. In fact, if his foresight were perfect, then the safest
portfolio would hold only one asset, because that's the one he would think of most highly
(and, since he could see the future, he would of course be right). Thus diversification,
which is widely practiced even in the "I know" school of investing, represents a tacit
acknowledgement that there's a lot that investors don't know.

Investors' strong preference for liquidity is another indicator that this limitation is
accepted. Even the "I know" investors, who buy on the assumption they're right, insist on
liquidity — because they know there's a good chance they'll be wrong and need to beat a
retreat. But the more you can see the future, the less likely you'll be wrong, and the less
risk there is that exiting could be difficult.

In reality, then, not just investment theory, but also a great deal of everyday practice, is
built around the acknowledgement that alpha — skill and foresight — is a scarce
commodity.

Risk — It's essential that investors consider risk. In the time since I entered the
investment field, return has increasingly come to be evaluated in risk-adjusted terms.
Everyone knows that if two portfolios return 8% a year for five years, the two managers
didn't necessarily do an equally good job of investing. If one did it with T-bills and the
other with emerging market stocks, the first manager almost certainly did a better job —
since he earned the same return with far less risk. That's real added value, just like
earning more return with the same or less risk. To know how good a job a manager
did, then, you have to have a good idea how much risk he took.

Yet I think risk may be the area where both theory and many aspects of practice are
furthest from right. The first thing you learn in investment theory, and one of the most
widely agreed-on assumptions in practice, is that "volatility equals risk." This premise
underlies a great deal of portfolio theory, asset allocation, portfolio optimization and
performance assessment. But what are its merits?



I believe the academicians of the 1950s and '60s were influenced to accept volatility as
the measure of investment risk by its two outstanding virtues: it is (a) absolute and (b)
quantifiable. They can tell you precisely what the standard deviation of a stock or a
portfolio's return was in the past, and thus it only takes a little extrapolation to project
what it's going to be in the future.

I will suggest some other ways to think about risk, but (a) they will vary from person to
person and from situation to situation, and/or (b) they will not be easily quantified. Thus
they won't permit you to say that one asset or portfolio would be riskier than another
(other than possibly in a given application). You won't even be able to say how risky an
asset or portfolio was in the past.

What is risk? First of all, I don't think risk is synonymous with volatility. And second,
the indicia of risk vary by asset class.

At Oaktree, when we think about adding an asset to a portfolio, we ask whether the risk
entailed is tolerable (i.e., within our charter from our clients) and offset by the likely
return. And by risk we mean the chance of losing our clients' money.

In high yield bonds we concentrate on the risk of default and how much principal would
likely be unrecoverable. In distressed debt we wonder whether the company's assets will
turn out to be worth less than we think or the reorganization will go against us. In
convertibles and emerging market equities we worry about the chance a stock will decline
and the likelihood that our protective efforts will fail to insulate us.

We do not think about volatility. With our capital in either locked-up funds or long-term
relationships, we worry only about whether the ultimate result, perhaps years down the
road, will be positive or negative, and by how much. We think this is what our clients
pay us to do.

But we make no claim that this approach to risk is subject to quantification or numerical
manipulation. Bruce Karsh probably couldn't have quantified the riskiness of Conseco
bonds at the time we bought them last June. Richard Masson and Matt Barrett probably
wouldn't have agreed with him, or with each other, on the probability of loss. Any figure
they settled on probably wouldn't have been in a form that could be equated with risk.
And even today, a year later and after having sold the bonds, we still can't quantify
the risk we took. It's a concept, a notion, a worry . . . but not a number.

This might be the right way to think about risk — it's certainly how we do it — but it
wouldn't work at all for a "quant." He'd have no way to state our portfolio's risk, or its
risk-adjusted return, or tell whether our performance was superior or inferior.

Will an investment lose money? Will a pension fund fail to earn its actuarial assumption?
Will an endowment be unable to cover its spending rate? Will a retiree have less than he
needs to live on? Will a manager lose an account? These are the risks — the perils — that
we think matter.



Most pension funds have a very long time horizon, and for a university endowment it's
theoretically infinite. Volatile quarterly returns wouldn't be a meaningful source of risk
for them as they would be for a retiree scraping by. But once you say a given portfolio is
risky for one investor but not another, there ceases to be a unique number that measures
its absolute riskiness. In that case, how can you talk about its risk, or its risk-adjusted
return?

Correlation — The final analytical element to be considered when assembling securities
into portfolios is their degree of connectedness, or correlation. As discussed above, a
one-asset portfolio would be optimal for someone who can see the future. The main
reason for holding more than one asset is diversification. But the principal virtue of
diversification, protection from catastrophic error, is wiped out if the underlying assets
will react the same to environmental change and move together.

Thus it's not enough to be able to estimate return and risk in isolation; we must
understand correlation. Even if we can estimate the separate potential of two assets, we
cannot know how a portfolio combining them will behave unless we know how they will
move relative to each other. Two stocks in the same industry may be highly correlated,
but two companies whose products compete directly may not (that is, whichever one
wins, the other is likely to lose).

Let's say there are two assets with high prospective return and risk. A portfolio consisting
of the two can have high risk if they are correlated but low risk if they are not. Thus
adding an uncorrelated, high-risk asset can reduce the overall riskiness of a portfolio.

This understanding revolutionized investing by enabling risk-averse investors to hold
high-return, high-risk assets as long as they are uncorrelated with the rest of their
portfolio. Certainly Oaktree owes much of its very existence to the understanding of how
assets behave in combination.

Tracking error, which lately has been of increased interest, refers to a specific type of
connectedness: that between a portfolio and a benchmark. More and more, clients are
asking about managers' tracking error in the past and monitoring it after hiring them.

A client hires managers to play specific roles in its portfolio, and it wants to be sure they
will do so. In considering whether to include high yield bonds in its portfolio, for
example, the client may model the performance of the portfolio incorporating the
Salomon Cash-Pay Index as a proxy for the high yield bond component. Then if the
client hires a manager, it wants to be sure the manager will track the Salomon Index
closely (of course while outperforming!)

Thus clients have reason to want low tracking error. But if you think about it, the two
principal sources of tracking error are (a) over- and under-weightings of the securities in
the index and (b) inclusion of off-index securities. So it's obviously possible for tracking
error to be too low; an index fund would have zero tracking error, but that's not what
clients hire active managers to create. Thus we have a client who monitors our tracking
error and complains when it's too low, because they want to see active bets being made.



This last point illustrates what I think should be the role of theory in our industry. In
short, I think, theory should inform our decisions but not dominate them.

If we entirely ignore theory, we can make big mistakes. We can fool ourselves into
thinking it's possible to know more than everyone else and regularly beat heavily
populated markets. We can buy securities for their returns but ignore their risk. We can
buy fifty correlated securities and mistakenly think we've diversified. When I think of the
impact of being blind to theory, I flash back to 1970 and the frighteningly simplistic
rationale behind my colleagues' expectation of 12% a year from stocks: if they could
emulate the historic 10% return with ease through indexing, it should be a snap to add a
couple of percent with just a little effort.

But swallowing theory whole can make us turn the process over to a computer and
miss out on the contribution skillful individuals can make. The image here is of the
efficient-market-believing finance professor who takes a walk with a student. "Isn't that a
$10 bill lying on the ground?" asks the student. "No, it can't be a $10 bill," answers the
professor. "If it were, someone would have picked it up by now." The professor walks
away, and the student picks it up and has a beer.

So how do we balance the two? By applying informed common sense. At Chicago, |
spent a wonderful semester with Professor James Lorie. Students loved his anecdote-
filled course, which we nicknamed "Lorie's Stories," and its visits from active investors.
True-believing theorists may have sneered at it, but it was this class that inspired me to
integrate my practical Wharton foundation and the Chicago theory, rather than stick
exclusively to either one.

A year after graduating, I had lunch with Jim Lorie and asked — off the theoretical record
— how he would manage a portfolio. His simple advice was informed by theory but
realistic: "I would index the core and manage the hell out of the periphery."

* * *

The key turning point in my investment management career came when I concluded that
hard work and skill would pay off best in inefficient markets. Theory informed that
decision and prevented me from wasting my time elsewhere, but it took an understanding
of the limits of the theory to keep me from completely accepting the arguments against
active management. Theory and practice have to be balanced in this way. Certainly
neither alone is enough.

July 11,2001
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Memo to: Oaktree Clients

From: Howard Marks

Re: Notes from New York

Maybe you've already read enough about last week's events, in which case you should
feel free to discard this memo. There is no moral obligation to keep reading when doing
so brings pain. Each of us can decide when enough is enough.

By now most of us know all we need to about Tuesday's events at the World Trade Center
and the Pentagon. I will not recount the facts relating to these events, but rather the
thoughts they have left me with.

I spent Tuesday through Friday in New York — like so many, against my will. I had no
plans for a memo on this subject. But when I woke up Saturday, at home for the first
time in a week, thoughts of New York monopolized my mind. My way of dealing with
them is to turn them into sentences and paragraphs.

This memo may not include much that is new to you but, as usual, I will attempt to pull
together my own thoughts and what I've heard and read elsewhere. It won't touch on
recommendations for investing or predictions for economies and markets. Its contents
will range from trivial descriptions of New York after the attack to hopefully-meaningful
observations on the big-picture ramifications that have been seen and that may follow.

Lastly, I certainly do not wish to write anything that offends. But nerves are frayed, and
unintended offense might be taken, for which I apologize. I mean only the best, and I
hope it comes out that way.

My Role — I was merely a bystander at the events of last week. I was affected
emotionally and logistically, but not involved. My father and daughter, both of whom
live in New York, were safe. I had no friends or colleagues at the World Trade Center.
As for me, I had arrived at midnight Monday after a dinner in Cleveland. I planned to
speak to a Pensions East forum on Tuesday morning and then fly to Berlin to participate
in an Institutional Investor conference.

The Events — The crashing of planes into the WTC and the Pentagon represented the first
large-scale foreign attack on continental United States soil. It was daring, well planned,
coordinated and startlingly successful. It showed how the fruits of progress — the world's
great airliners — can be used against us. It showed how, in this age, a handful of men
from a smallish, amorphous enemy can cause destruction totally disproportionate to their
number or materiel.



I was struck by a New York Times article saying these terrorists are not insane. They are
extremists who follow a dogma that most Muslims do not. They are highly indoctrinated
and perhaps brainwashed. But they are intelligent, highly trained soldiers who will carry
out orders to destroy what they believe is their enemy. We count on others to act in their
own self-interest; this makes them predictable and helps us know how to deal with them.

It is not there in the case of the terrorists, in that they care little about their own survival.

This adds greatly to the danger they pose.

Reaction — I left Oaktree's New York office Tuesday afternoon to collect my daughter
and the children of friends in a natural desire to assure safety and feel the sorely-missed
ability to create order. I walked north through streets that were strangely normal but not
quite. The tourists were there, with their cameras and maps. There was no smoke and no
ash. There were a few more people than usual, and almost all were moving in one
direction: north, away from the WTC. There was no screaming or crying, no running or
panic, just occasional knots of people gathered around radios.

Only knowledgeable onlookers would have detected the differences. Few people were
talking. Eyes didn't meet — which is not unusual in New York. There clearly were no

smiles. The words that came to mind were "subdued," "somber" and "enervated," and

they stayed with me all week. Stress and tension were everywhere.

Some things were very different, and some that were the same felt different. The absence
of airliners overhead was obvious, and the effect was dramatic when fighter jets replaced
them. Sirens were heard more clearly in the absence of competing noise, and they

seemed more ominous — as was the case in Los Angeles during the riots and earthquakes.

Pedestrian and vehicular traffic was light the first night, and it grew only gradually.
Grocery stores were crowded; sidewalk restaurants were populated; it was clear life
would go on.

Each of us found his or her individual limit on how much we wanted to read, watch and
talk about these events. At the same time, however, it seemed inappropriate to talk about
or do anything else. In my limited sample, the kids found it easier to move on to other
topics — and I was so glad to see that their lives, albeit probably changed forever, would
rebound.

Communication — My cell phone and Blackberry wireless e-mail device were absolutely
essential. I was again reminded to ask "How did we ever get along without these things?"
It was very hard to make phone calls on Tuesday, but that, too, got a little better each day.
My Blackberry always worked and made it possible for me to keep in contact with my
Oaktree colleagues.

Spam e-mail was absent that first day, but it also came back. Resumes, start-up business
proposals and offerings of money management firms for sale seemed incredibly
inappropriate on the one hand, but I guess they, too, are part of the return to normalcy.



Retaliation — Armed response was, of course, one of the first issues to arise after the
crashes. The President promised it Tuesday evening, and it is on the minds of us all. But
no one should underestimate the challenges involved. The terrorists are amorphous, as I
said, and pervasive. They exist everywhere but have no headquarters. They are dedicated
but wear no uniform and fly no flag. They will not be easy to find or deal with. In the
past we believed in the invincibility of the U.S., and thus in our ability to root out evil and
prevail. There is still positive evidence on this subject, but also evidence to the contrary.

The Gulf War was one of our swiftest and most decisive triumphs. We were also able to
calm the hostilities in the Balkans. On the other hand, Vietnam showed how hard it is to
deal with a guerilla enemy who melts into the scenery, and last week's events strongly call
into question the efficacy of our intelligence effort.

The nations of the world — even most of those in Middle East — have been quick to
express horror and swear their support of the U.S. How many mean it, and how many
have done it falsely to avoid our wrath? I certainly hope it's the former.

The swiftness and forcefulness of our response will depend to a great deal on how willing
we are to diverge from some American ideals, and thus will require some difficult
decisions. How sure will we have to be before we take action? Will we accept the risk of
losing world support if we make mistakes? Are we willing to kill non-combatants? Are
we willing to bear casualties among our own servicemen and women?

Centuries of immunity from attack on our soil, and decades of relative safety in a world in
turmoil, have allowed Americans to enjoy the luxuries of moral certitude, personal
freedom and safety. With our apparent wall of invulnerability penetrated, we will have to
debate the extent to which these luxuries will be dispensed with.

Our Tactics — There is bound to be review and debate regarding the tactics we will
employ in pursuit of safety and justice. In the recent past, there has been a rise in the
position I paraphrase as "we will do no evil, even in the interest of doing good." Thus it
was decided that the CIA would not perform assassinations or employ "intelligence
assets" with records of crimes or human rights violations.

These principled stances may come to be viewed as luxuries we can no longer afford.
When prosecutors obtain cooperating testimony, it is usually from criminals — because
that's who the targets of prosecution associate with, and that's who can be turned against
them. It is now clear that we need intelligence regarding upcoming terrorist operations,
and that intelligence must come from inside terrorist cells. People we might not wish to
associate with — perhaps only terrorists themselves — can best gain that access. They may
be the ones most able to penetrate the obstacles posed by language and the close-knit
nature of the cells. Can we afford not to employ them?

Civil Liberties and Scapegoating — These events and their aftermath may make us
conclude that full civil liberties and full domestic security may be mutually exclusive.




Over the last eight years, Mayor Giuliani cut New York's murder rate by two-thirds using
tactics that eroded civil liberties in high-crime areas. People were stopped and frisked on
the street, and there were roving squads of undercover policemen — including those who
mistakenly killed Amadou Diallo. Giuliani was assailed as a fascist, especially by the
high-minded New York Times. But I detected two common threads last week: "his
emergency preparations were appropriate, not excessive," and "he's the kind of mayor
we'll need in the years ahead."

Depending on how far and in what ways the terrorist campaign spreads, we might begin
to see armed personnel where people gather. And they might need to be able to search
those they suspect. We may see surveillance cameras, computer facial and fingerprint
recognition and the use of profiling. Internet and telephone privacy may be abridged.
Travel will be less convenient, and our borders may be made less porous. These subjects
are likely to be hotly debated, but the debate is certain to be conducted from a new
perspective. And I think the answers are likely to be different from what they would
have been a week ago.

One of my reflexes on Tuesday was to think about a recent movie, "The Siege." Init, a
New York police detective tries to cope with a Muslim reign of terror in New York. At
the same time, members of an outraged populace pursue vigilante justice against Middle
Easterners, and the President sends in the army, led by an all-business general. He
declares martial law, suspends civil liberties and rounds up New Yorkers based on
ethnicity. It's not a great movie, but it is as relevant as "Wag the Dog" was to Bill
Clinton's impeachment-eve bombing raids. You'll be glad to know it ends with the threat
defused and American ideals preserved.

There will be — already has been — violence against Americans of Middle Eastern origin.
But know this: People say that if we let stocks fall, if we don't rebuild the Towers, or
if we don't return to normalcy, then our enemies will have won. All of this is true,
but if the events of the week are able to turn Americans against Americans and
erode the values that have made this country great, they also will have won.

Hysteria and Miscommunication — [ witnessed, first-hand, the ability of emotion and
fragmentary information to combine for error. On Thursday afternoon, I heard that three
or four men in pilots' uniforms had been stopped trying to board planes. By early evening
it had grown to seven. But on Friday it turned out to have been one.

I actually listened as the existence of a recent government report on terrorism was
interwoven with thoughts that it might be unsafe for President Bush to visit New York, as
well as a few other elements, to support a warning that chemical or biological weapons
would be unleashed on Friday. Hysteria is natural in crises, but hopefully it will subside
— while hopefully vigilance will remain.

Heroism — As Dickens suggested, the worst of times can bring out the best. [ am
incredibly moved by the accounts of people in careers based on bearing risk to help
others, and of everyday people who rose to great heights.



Friday's Wall Street Journal carried an incredible, eloquent tribute to the bravery of New
York's firemen. It said "In the academy, recruits learn that a firefighter performs but
one act of bravery in his career, and that's when he takes the oath of office.
Everything after that, it is said, is simply in the line of duty." I cannot read this
without being moved profoundly.

Last week proved that America is rich in heroes: The man who carried a woman he didn't
know down fifty flights of WTC stairs. The people who drove hundreds of miles to offer
their services in the rescue and cleanup effort. And the ultimate heroes, the passengers
who crashed United flight 93 in Pennsylvania rather than let it be used as another terrible
bomb. Who among us could crash the plane we're on to save hundreds or thousands of
strangers?

Loss — As I wrote last week, Oaktree was fortunate in having no losses. Teresa
O'Hagan's husband and his four brothers are New York firemen; some were missing or
incommunicado for periods of time, but all turned up safe. I lost it when I spoke with her
and felt the emotion flowing through both of us. Noreen Keegan and Zenobia Walji have
husbands who are policemen, and they, too, are fine. It took a while longer, but Eric
Livingstone's girlfriend and Nilsa Veras's mother also proved to be safe.

Most of us, however, knew someone who was not as lucky, and that brings it home. For
me it was David Alger, head of Fred Alger Management Inc., with whom I shared a
podium in March. I have read only good things about him.

These events clearly prove that "random violence" does not mean "spread evenly." I am
struck by the incredible pockets of loss. Some WTC tenant firms had no losses, but
Cantor Fitzgerald and Fred Alger lost huge percentages of their employees. More than
300 New York firemen are missing and presumed dead, including entire fire companies.

Oaktree's Kevin Clayton lives in an area from which many people commute to lower
Manhattan. Thus ten people are missing from his parish, and well more than 100 from
the nexus of towns that includes his. The loss of thousands of people in a few minutes —
and the localized, concentrated losses — are things I hope never to live through again.

The Results — They say every cloud has a silver lining, but it's hard to see the good in this
one. The tales of heroism and sacrifice have been wonderful, but I'd rather not have had
occasion to read them.

At the same time, and equally incredibly, these events have brought the worst of
Americans out from under their rocks. I am sickened to hear of the copycat bomb scares,
phone calls designed to pry the social security numbers of the missing from their grieving
families, and phony contribution scams.

The loss of life has been massive. The financial cost — to rebuild New York and the
Pentagon, to the airlines, for stepped-up security, and for business lost — will be
enormous.



The wonderful feeling that the U.S. was insulated and impregnable has been breached.
The vulnerability to attack of our everyday life has been made clear. Life here may never
seem as carefree. Last week I told my son Andrew that, incredibly, the Berlin conference
was still going on as usual. He said "What's so incredible? Each time there's been a
bombing somewhere in the world, life here has gone on without skipping a beat." In
many ways, we now have been dragged into a reality that is commonplace throughout the
world — which may well have been one of the terrorists' objectives.

Last week's events proved that money, position and technology are not the most powerful
or important things in our lives. The cornerstones of our lives were shown to be
family, faith and principle, friends and colleagues we know we can count on, and the
American spirit. These are the things we have to be thankful for . .. maybe now, we
realize, more than ever.

September 16, 2001
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Memo to: Oaktree Clients

From: Howard Marks

Re: What Lies Ahead?

Writing my client memos gives me great satisfaction. I appreciate the opportunities to
share my views with you as well as your receptivity to them. Setting down my "Notes
from New York" did me a lot of good as my way of dealing with post-attack issues
outside the investment arena.

I must admit that I haven't been looking forward to writing a memo about the economic
and investment implications of the attacks. Many of my views are negative, and I'm no
economist. But I want to give you the benefit of my thinking, such as it is.

Looking to the Future — All of economics, business and investing entails dealing with
the future. Economists predict future conditions. Businesspeople build and manage
organizations so as to profit in the coming environment. And, of course, investors try to
figure out what things will come to be worth in the years ahead and act accordingly.
Other professions deal more with the past (e.g., accountants and historians) or the present
(doctors and lawyers), but it is our job to cope with the future.

That's what makes investing interesting, challenging and occasionally lucrative. If it
didn't require us to reach conclusions about the future, or if the future wasn't uncertain,
then everyone's returns would be the same — but not very high. We achieve high returns
on occasion because we deal with an uncertain future, and it's because the future is
uncertain that superior investors can get an edge.

The process of investing consists entirely of divining the future — in terms of profits
and values — and translating that future into prices that should be paid today.
Obviously, doing so requires a view of what the world will look like tomorrow and how
businesses and their products will fare in that world.

We each make thousands of judgments a day based on our understanding of what's
normal. We turn the right faucet for a drink because that's where the cold water always
has been. We tend to buy another car — or another tube of toothpaste — of the same brand
because we were happy with the last one. We cross the street on a green light because we
trust on-coming drivers to stop on red.

We must make assumptions like these, even though we know they won't hold true all the
time. If we had to start from scratch every time we faced a decision, the result would be
paralysis. Thus we start by assuming that the things that worked in the past are likely to
work in the future, but we also make allowances for the possibility that they won't.



We do the same in our roles as investors. We expect well-managed companies with good
products to make money and be valued accordingly. We assume companies that have the
money will service their bonds. We count on the economy to recover from slowdowns
and grow over time.

So most of our actions depend on extrapolation. Certainly in investing, we rely on
forecasts that assume the future will look a lot like the past. And most of the time they're
right. My main quibbles with forecasters are two:

1. While most forecasts call for a future that's a lot like the past, the truly valuable
forecasts are those that call for radical change. Forecasters rarely make such
forecasts, however, and those who do are rarely right.

2. Most forecasters present their work as deserving more credence than it does. In
short, they rarely say, "Here's my forecast, and if I were you, I'd take it with a
grain of salt."

Even today, forecasters are out there with predictions for the economy and the market that
are based primarily on history. And yet it seems to me that the future may be less likely
to look like the past than it has until now, and that things we've never even considered
before have a chance of happening.

Immediately after the attacks, there began to appear articles citing how long it has taken
the market to recover after past crises. But who's to say those precedents are at all
relevant? For example, I read that the market sagged for five months after Iraq's invasion
of Kuwait but made up all of that ground, and then some, soon thereafter. But that
experience had a very favorable outcome. We all want this one to be as good and as
quick, but are we willing to bet that it will?

We all want a feeling of assurance. We want to live in a world where the future seems
knowable and decisions that extrapolate normalcy can be depended on. We want to
believe life in this country will return to the carefree days pre-September 11. We want to
believe our leaders will be able to keep the ship upright and manage their way out of
problems. So I think we're eager to embrace predictions that these things will hold true.
But is it prudent today in making decisions regarding the future to assume a return
to the status quo?

The New Future — It seems to me that today we know even less about the future than we
usually do, and that's never a lot.

1. About terrorism. How much of what we have to worry about stems from Osama
bin Laden and al Qaeda, and how much relates to other groups? How much of bin
Laden's plans and resources went into the September 11 attacks, and how much
remains on tap? Is bin Laden a diabolical genius against whom we're powerless,
or a paper tiger who got lucky? Are there additional shoes left to drop? Will
there be a high-profile attack once a year? Or will Middle East-style violence



intrude into our regular existence? Are chemical and biological weapons a real
threat?

2. About our response. Can we find bin Laden? Can we capture him and his
henchmen? Will our military actions be successful, and can they be undertaken
without extensive collateral damage? Can we pursue justice without alienating
people and nations? Will terrorists move to punish our actions? Will their doing
so shake our resolve, or that of our allies?

3. About the economy. How deep a recession are we in for? How long will it last?
What will prompt a recovery, and what shape will it take? Will industries like
airlines and hotels be permanently depressed, or will they return to pre-9/11
normalcy? When will liquidity and a desire to buy things return? Can we rely on
normal cyclical patterns in these things? Will these elements be set back again if
there is further terrorism?

Who among us can say he knows the answers to these questions? And who can say
the future is foreseeable without those answers?

Many of these questions take us into uncharted territory where no one can say what will
happen. The possible answers include some that could profoundly affect the economy
and the markets, and they worry me. Some of the greatest dilemmas in investing
surround highly unlikely events with highly negative implications. It's hard to know
what to do about them, but we should at least be aware of their existence.

We have no alternative to assuming that the future will look mostly like the past, but we
also must allow for the fact that we face a range of possible futures today that is wider
than usual. In other words, I feel we must allow for greater-than-normal uncertainty.

The Role of Confidence — The basic building block underlying all economic activity is
the individual spending unit, be it a business or a household. Each of these units builds
into its decisions expectations regarding the future. And those expectations are shaped to
a great extent by the data, opinions and emotions that add up to confidence. Sometimes I
think in the economy, confidence is all there is.

When people are confident, they extrapolate prosperity and borrow and buy. They
assume an upward-sloping future and want to jump on board. They worry that if they
don't buy something today, it'll cost them more tomorrow. That is, they are concerned
about the cost of inaction.

When their confidence fades, they worry about losing jobs and defer purchases. They
may prefer to build cash or pay down debt. They're willing to wait before buying, and
they assume there'll be another chance to buy cheaper. In other words, they figure that if
they don't act, they won't miss out on much. Opportunity costs just don't seem that
important.



Who would say that confidence wasn't shaken by the events of September 11? Words we
would have applied to our domestic security before, like insulated, invulnerable and
impregnable, now seem to be out the window. Who doesn't feel at least a little less safe
than a month ago? Thus most people are less full of the positive feelings that are required
for a purchasing or investing decision, and on average they may "hunker down."

Many economic units have concluded that in this more uncertain world, greater cash
reserves are in order — for rational as well as emotional reasons. Individuals fear that jobs
will be lost, hiring will be slow, and bonuses and raises will be less generous — and they
know they've saved too little and tapped their home equity to keep spending. Home and
car purchases will be deferred. Business investment will be slow, especially given that
capacity utilization was low and falling even prior to September 11. Each of these
decisions will take away a potential source of growth from the economy and contribute to
a slowdown. That's what makes for the down-leg of the economic cycle (and we believe
one has been well under way for several months).

And when every expenditure that can be delayed has been delayed, the decline will slow
and then stop. Then one person will conclude it's not going to get any worse, or prices
any lower. One potential buyer will come off the sidelines and place an order; one
worker will be hired to fill that order; and one manufacturer will buy a new machine in
anticipation of increased business. And one person will decide to buy a share in a
business, or even try to start one. And that's what gets the up-leg going.

It's all based on the ebb and flow of psychology. In my opinion, the key question is "How
long will it take to restore confidence?" I don't claim to have the answer, but I think it
may be a while.

Stimulative Actions — The federal government has acted boldly to combat economic
weakness, as it has been doing all year. All economic trends start at the margin, and that's
where the government's actions can help. They can keep things from getting as bad as
they otherwise would have gotten — but they cannot call the tune.

Immediately providing a record amount of liquidity to the financial system prevented
some problems that otherwise would have arisen given the damage to our infrastructure.
Difficulties in the movement of funds and settlement of securities transactions were
avoided, enabling the system to work and Americans to maintain faith in it. Prompt
monetary action worked again to avert a potential crisis, as it did in 1987 and 1998.

Fiscal policy, which relates to taxing and spending, also will have an impact.
Government spending is stimulative, in that it uses money to purchase goods or to pay
people who may turn around and spend it. Deficits put more money into the economy
than they take out in taxes. (This is unlike the surpluses we thought we were heading for,
which are restrictive because the government takes out more than it puts back.) In the
weeks since the terrorist attacks, the administration has announced programs sufficient to
consume the surplus that had been projected for the current fiscal year. These include
$40 billion in emergency funds, $15 billion in subsidies and loans for the airlines, and



$60-$75 billion for "economic revival." In the short run, as CSFB says, this will "create a
buffer to the slowdown in activity." (The long-term effects may be less positive, in that
deficits and the Treasury borrowing required to support them can lead to inflation, higher
interest rates and crowding out of non-government borrowers).

Interest rate reductions also can help ease the contraction, and we may see more of them.
They will work at the margin, but I don't expect them to give the economy much of a
boost in the short run. One of the most vivid phrases in the business vocabulary is
"pushing on a string," and that's what rate reductions can amount to in a hunkered-down
world. Will low interest rates get people to buy homes and cars if they've lost their
willingness to spend? Will they work with people who realize they have inadequate
savings and are overly indebted? Will they cause businesses to invest in expansion if
they already have capacity sitting idle?

No one knows the answers to these questions, but they should not be assumed to be
overwhelmingly positive. A discouraging analogy can be seen in Japan's decade-long
doldrums. The government has pushed interest rates nearly to zero and keeps pumping
money into the system. But every time the cautious Japanese citizen gets a few yen he
puts it in the bank, and economic growth fails to revive. Hopefully, a difference may lie
in Americans' higher propensity to spend.

So in the end, I feel it all goes back to confidence. Consumer and business spending will
pick up at some point, and the government can encourage it, but it can't make it happen.

Investor Reaction — On September 17, after a four-day hiatus, the nation's financial
markets reopened, with the Dow falling 685 points, or 7%. When I heard about that first
day's loss, my reaction was immediate: "That's not so bad — just a quarter of the
percentage decline in the crash of 1987." And after declining further in that first week of
trading, stocks have recovered most of their losses.

Clearly, the interest rate cuts are helping stock prices. They make investors feel the Fed
is doing something to improve the outlook. They contribute to economic activity at the
margin. By reducing floating-rate mortgage payments they leave people with more
spending money. And by lowering fixed income returns they reduce the competition that
comes from cash and bonds, thus making stocks more attractive in relative terms.

But no one knows what the economic future will look like. No one knows what corporate
earnings will be in 2001 or 2002, although they appear likely to decline. In addition,
geopolitical uncertainties dot the horizon. Thus with the Dow off less than 6% from its
September 10 pre-attack close, I wonder whether investors weren't shaken enough, or
whether complacency has returned too quickly.

The Dow has risen 10% since the start of the recovery on September 24, including 200+
points this week. The stock market seems to be saying "Well, I'm glad that's over."
Frankly, I worry about attitudes like those displayed in an article in yesterday's Wall
Street Journal:



Stock Investors Show a "Comfort" Level; Rate Cut Spurs 113.76-Point Rise

.. . the Fed said the Sept. 11 terrorist attacks "have significantly heightened"
uncertainty in an already weak economy. Yet despite the Fed's concern, signs are
spreading that some professional investors are gradually putting money back into
stocks. "The market has reached a level that makes people feel a lot more
comfortable that we have seen the worst of what could happen," . . .

I can't tell you how much I hope we've seen the worst, both in terms of world events
and in the markets. But I am not willing to bet heavily on that assumption. And if I'm
supposed to be more afraid when others are less afraid, articles like this one tell me there's
plenty to worry about.

I always stress that investments must leave a substantial margin for error and allow for
the possibility that negatives will arise. The terrorist attacks, while certainly not
imaginable, show the importance of allowing for adverse surprises. Only when asset
prices are clearly at irrationally low levels can this caution be ignored. In my view, with
investors' sangfroid having bounced back so strongly, most stocks aren't at such levels.

So What Do We Do Now? — We could assume that the combination of further
weakening of the already-weak economy plus continued terrorism will make for a very
difficult environment. If we then based our investment process on that assumption, we
would hold cash and make very few commitments. I call this "single scenario investing."
The problem, obviously, is that arranging our portfolio so that it will succeed under a
scenario as negative as that means setting it up to fail under most others. We do not
believe in basing our actions on macro-forecasts, as you know, and we certainly don't
think we could ever be that right.

Thus Oaktree will continue to invest under the assumption that tomorrow will look a lot
like yesterday — an assumption that to date has always proved correct.

At the same time, we will continue to insist on an investment process that anticipates
things not always going as planned, and on selections that can succeed under a wide
variety of scenarios. As long-term clients know, this part of the story never changes. In
the current environment, we will allow a very substantial margin for error.

We will continue to work only in inefficient markets, because we feel it's there that low
risk needn't mean low returns, and upside potential can coexist with downside protection.

And we will continue to strive for healthy returns in good markets and superior returns in
bad markets. We do not promise to beat the markets when they do well, but we also don't
think that's an essential part of excellence in investing.

Will I Ever Drop My Cautionary Stance? — On September 24 the Los Angeles
Business Journal printed excerpts from an interview with me (and a pretty accurate one




overall) under the title "A Bear's Eye View." Because [ wasn't crazy about that title, |
was glad soon thereafter to receive the following e-mail from my partner Steve Kaplan:

I have never viewed you as, nor do I believe you are, a pessimist. To the contrary,
I think you have an optimistic view when it comes to things you believe you can
control. . . . Your caution revolves around the uncontrollable, for which you
recognize that a lot of the judgments of the so-called experts are in large part pure
guesswork.

I greatly appreciate Steve's comments, and I think — and hope — he got it right. I have no
interest in being a pessimist or a bear, and I don't like to think of myself that way. I just
may be more impressed by the unknowability of the future than most people. When I
reflect on all of the mottoes I use, it seems half of them relate to how little we can know
about what lies ahead.

Am I right or wrong in being this cautious? No one can say. Does my mindset, and
Oaktree's resultant approach to investing, cost us profits in good years? Probably. Are
we well prepared for bad times and untoward developments, and are we happy with that?
Absolutely. If we insist on a degree of defensiveness that turns out to be excessive,
the worst consequence should be that your profits will be a little lower than they
otherwise might have been. I don't think that's the worst thing in the world. And in
the end, I think the skill, experience and discipline of Oaktree's people will continue to
make up for its lower risk profile and keep our long-term returns more than competitive.

The longer I'm in this business, the less I believe in investor agility. Most people seem
stuck in positions as bulls, bears or something in between. Most are always aggressive or
always defensive. Most either always feel they can see the future or never feel they can
see the future. Most always prefer value or always prefer growth. Few people's psyches
are flexible enough to allow them to switch from one way of thinking to another, even if
they theoretically possessed the needed perspicacity. Rather, most people have a largely
fixed style and point of view, and the most they can hope for is skill in implementing it —
and I don't exempt Oaktree and myself from that observation.

But that's not so bad. It's my conclusion that if you wait at a bus stop long enough, you're
sure to catch your bus, while if you keep wandering all over the bus route, you may miss
them all. So OQaktree will adhere steadfastly to its defensive, risk-conscious
philosophy and try to implement it with skill and discipline. We think that's the key
to successful long-term investing — especially in today's uncertain environment.

October 4, 2001
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Memo to: Oaktree Clients
From: Howard Marks

Re: You Can't Predict. You Can Prepare.

Those who have been readers of my memos for any meaningful period of time know
there are a few things I dismiss and a few I believe in thoroughly. The former include
economic forecasts, which I think don't add value, and the list of the latter starts with
cycles and the need to prepare for them.

"Hey," you might say, "that's contradictory. The best way to prepare for cycles is to
predict them, and you just said it can't be done." That's absolutely true, but in my opinion
by no means debilitating. All of investing consists of dealing with the future, as I've
written before, and the future is something we can't know much about. But the limits on
our foreknowledge needn't doom us to failure as long as we acknowledge them and act
accordingly.

In my opinion, the key to dealing with the future lies in knowing where you are, even if
you can't know precisely where you're going. Knowing where you are in a cycle and
what that implies for the future is very different from predicting the timing, extent
and shape of the next cyclical move. And so we'd better understand all we can about
cycles and their behavior.

Cycles in General

I think several things about cycles are worth bearing in mind:

e Cycles are inevitable. Every once in a while, an up-or down-leg goes on for a long
time and/or to a great extreme and people start to say "this time it's different." They
cite the changes in geopolitics, institutions, technology or behavior that have rendered
the "old rules" obsolete. They make investment decisions that extrapolate the recent
trend. And then it turns out that the old rules do still apply, and the cycle resumes. In
the end, trees don't grow to the sky, and few things go to zero. Rather, most
phenomena turn out to be cyclical.

e Cycles' clout is heightened by the inability of investors to remember the past. As
John Kenneth Galbraith says, "extreme brevity of the financial memory" keeps market
participants from recognizing the recurring nature of these patterns, and thus their
inevitability:

... when the same or closely similar circumstances occur again, sometimes in
only a few years, they are hailed by a new, often youthful, and always supremely
self-confident generation as a brilliantly innovative discovery in the financial and

For the title of this memo I’ve borrowed the tagline from Mass Mutual’s advertising campaign.



larger economic world. There can be few fields of human endeavor in which
history counts for so little as in the world of finance. Past experience, to the
extent that it is part of memory at all, is dismissed as the primitive refuge of those
who do not have the insight to appreciate the incredible wonders of the present.

e Cycles are self-correcting, and their reversal is not necessarily dependent on
exogenous events. The reason they reverse (rather than going on forever) is that
trends create the reasons for their own reversal. Thus I like to say success carries
within itself the seeds of failure, and failure the seeds of success.

e Seen through the lens of human perception, cycles are often viewed as less
symmetrical than they are. Negative price fluctuations are called "volatility," while
positive price fluctuations are called "profit." Collapsing markets are called "selling
panics," while surges receive more benign descriptions (but I think they may best be
seen as "buying panics"; see tech stocks in 1999, for example). Commentators talk
about "investor capitulation" at the bottom of market cycles, while I also see
capitulation at tops, when previously-prudent investors throw in the towel and buy.

I have views on how these general observations and others apply to specific kinds of
cycles, which I will set forth below.

The Economic Cycle

Few things are the subject of more study than the economy. There's a whole profession
built around doing so. Academics try to understand the economy, and professionals try to
predict its course. Personally, I'd stick to the former. I think we can gain a good grasp of
how the economy works, but I do not think we can predict its fluctuations.

I have written ad nauseam on this subject, but I will repeat a few of the observations |
consider relevant:

e There are hundreds, or more likely thousands, of people out there trying to predict the
movements of the economy, but no one has a record much better than anyone else.
Certainly no one who was consistently capable of accurately predicting the economy's
movements would be among those distributing their forecasts gratis.

e The markets already incorporate the views of the consensus of economists, and thus
holding a consensus view can't help you make above-average returns (even if it's
right).

e Non-consensus views can make money for you, but to do so they must be right.
Because the consensus reflects the efforts of a large number of intelligent and
informed people, however, it's usually the closest we can get to right. In other words,
I doubt there's anyone out there with non-consensus views that are right routinely.



e Most of the time, the consensus forecast extrapolates current observations. Most
predictions for growth, inflation and interest rates bear a strong resemblance to the
levels prevailing at the time they're made. Thus they're close to right when nothing
changes radically, which is the case most of the time, but no prediction can be
counted on to foretell the important sea changes. And it's in predicting radical
changes that extraordinary profit potential exists. In other words, it's the surprises
that have profound market impact (and thus profound profit potential), but
there's a good reason why they're called surprises: it's hard to see them coming!

e Each time there's a radical change, there's an economist who predicted it, and that
person gets to enjoy his fifteen minutes of fame. Usually, however, he wasn't right
because of a superior ability to see the future, but rather because he tends to hold
extreme positions (or perhaps he's a dart thrower) and this time the phenomenon went
his way. Rarely if ever is that economist right twice in a row.

So forecasts are unlikely to help us foresee the movements of the economic cycle.

Nevertheless, we must be aware that it exists and repeats. The greatest mistakes with
regard to the economic cycle result from a willingness to believe that it will not recur.
But it always does — and those gullible enough to believe it won't tend to lose money.

When we marketed our first distressed debt fund in 1988, most of the resistance came
from people who said, "maybe there won't be a recession, and thus nothing for you to
buy." Of course, we were deep into a recession within two years, and our 1988-92
distressed debt funds found lots to buy and produced excellent returns.

Eminent observers concluded again in the 1990s that the cycle had been eliminated and
there would be no recession. In 1996, the Wall Street Journal wrote:

From boardrooms to living rooms and from government offices to trading floors, a
new consensus is emerging: The big, bad business cycle has been tamed.

Top business leaders were quoted as saying "There is no natural law that says we have to
have a recession" and "I don't see what could happen to make a cyclical downturn."
(These quotes are reminiscent of — and look no less silly than — some of my favorites
from 1928: "There will be no interruption of our present prosperity" and "I cannot help
but raise a dissenting voice to the statements that . . . prosperity in this country must
necessarily diminish and recede in the future.")

Those quoted in 1996 might insist they weren't saying there would never be another
recession, but rather that the tendency toward cyclical fluctuation had been dampened and
there wouldn't be a recession soon. And they might say they were right in 1996, because
there wasn't one until 2001. If managers had feared a recession in 1996, they might have
pulled in their horns and missed some of the profits of the late 1990s. But they also might
have avoided over-expanding and participating fully in the recession of 2001.



The important thing is to recognize that cycles reverse, and to allow for it. I described in
my last memo, "What Lies Ahead?," the manner in which a recession continues until, at
the margin, a few participants stop cutting back and decide instead to act in anticipation
of better times. I believe this process, and the reverse process that eventually causes
growth to stall out, will go on forever. No one knows when the turn will occur, or how
far the correcting leg will go, but the odds are against anyone who says, "the business
cycle is dead."”

How can non-forecasters like Oaktree best cope with the ups and downs of the economic
cycle? I think the answer lies in knowing where we are and leaning against the wind. For
example, when the economy has fallen substantially, observers are depressed, capacity
expansion has ceased and there begin to be signs of recovery, we are willing to invest in
companies in cyclical industries. When growth is strong, capacity is being brought on
stream to keep up with soaring demand and the market forgets these are cyclical
companies whose peak earnings deserve trough valuations, we trim our holdings
aggressively. We certainly might do so too early, but that beats the heck out of doing it
too late.

The Credit Cycle

The longer I'm involved in investing, the more impressed I am by the power of the
credit cycle. It takes only a small fluctuation in the economy to produce a large
fluctuation in the availability of credit, with great impact on asset prices and back
on the economy itself.

The process is simple:

e The economy moves into a period of prosperity.

e Providers of capital thrive, increasing their capital base.

e Because bad news is scarce, the risks entailed in lending and investing seem to have
shrunk.

e Risk averseness disappears.

¢ Financial institutions move to expand their businesses — that is, to provide more
capital.

e They compete for market share by lowering demanded returns (e.g., cutting interest
rates), lowering credit standards, providing more capital for a given transaction, and
easing covenants.

At the extreme, providers of capital finance borrowers and projects that aren't worthy of
being financed. As The Economist said earlier this year, "the worst loans are made at the
best of times." This leads to capital destruction — that is, to investment of capital in
projects where the cost of capital exceeds the return on capital, and eventually to cases
where there is no return of capital.



When this point is reached, the up-leg described above is reversed.

e Losses cause lenders to become discouraged and shy away.

e Risk averseness rises, and along with it, interest rates, credit restrictions and covenant
requirements.

e Less capital is made available — and at the trough of the cycle, only to the most
qualified of borrowers.

e Companies become starved for capital. Borrowers are unable to roll over their debts,
leading to defaults and bankruptcies.

e This process contributes to and reinforces the economic contraction.

Of course, at the extreme the process is ready to be reversed again. Because the
competition to make loans or investments is low, high returns can be demanded along
with high creditworthiness. Contrarians who commit capital at this point have a shot at
high returns, and those tempting potential returns begin to draw in capital. In this way, a
recovery begins to be fueled.

I stated earlier that cycles are self-correcting. The credit cycle corrects itself through the
processes described above, and it represents one of the factors driving the fluctuations of
the economic cycle. Prosperity brings expanded lending, which leads to unwise
lending, which produces large losses, which makes lenders stop lending, which ends
prosperity, and on and on.

In "Genius Isn't Enough" on the subject of Long-Term Capital Management, I wrote
"Look around the next time there's a crisis; you'll probably find a lender."
Overpermissive providers of capital frequently aid and abet financial bubbles.
There have been numerous recent examples where loose credit contributed to booms that
were followed by famous collapses: real estate in 1989-92; emerging markets in 1994-98;
Long-Term Capital in 1998; the movie exhibition industry in 1999-2000; venture capital
funds and telecommunications companies in 2000-01. In each case, lenders and investors
provided too much cheap money and the result was over-expansion and dramatic losses.
In "Fields of Dreams" Kevin Costner was told, "if you build it, they will come." In the
financial world, if you offer cheap money, they will borrow, buy and build — often
without discipline, and with very negative consequences.

The credit cycle contributed tremendously to the tech bubble. Money from venture
capital funds caused far too many companies to be created, often with little in terms of
business justification or profit prospects. Wild demand for IPOs caused their hot stocks
to rise meteorically, enabling venture funds to report triple-digit returns and attract still
more capital requiring speedy deployment. The generosity of the capital markets let
companies sign on for huge capital projects that were only partially financed, secure in
the knowledge that more financing would be available later, at higher p/e's and lower
interest rates as the projects were further along. This ease caused far more capacity to be
built than was needed, a lot of which is sitting idle. Much of the investment that went
into it may never be recovered. Once again, easy money has led to capital destruction.



In making investments, it has become my habit to worry less about the economic
future — which I'm sure I can't know much about — than I do about the
supply/demand picture relating to capital. Being positioned to make investments in
an uncrowded arena conveys vast advantages. Participating in a field that
everyone's throwing money at is a formula for disaster.

We have lived through a long period in which cash acted like ballast, retarding your
progress. Now I think we're going into an environment where cash will be king. If
you went to a leading venture capital fund in 1999 and said, "I'd like to invest $10 million
with you," they'd say, "Lots of people want to give us their cash. What else can you
offer? Do you have contacts? Strategic insights?" I think the answer today would be
different.

One of the critical elements in business or investment success is staying power. I often
speak of the six-foot-tall man who drowned crossing the stream that was five feet deep on
average. Companies have to be able to get through the tough times, and cash is one of the
things that can make the difference. Thus all of the investments we're making today
assume we'll be going into the difficult part of the credit cycle, and we're looking for
companies that will be able to stay the course.

The Corporate Life Cycle

As indicated above, business firms have to live through ups and downs. They're organic
entities, and they have life cycles of their own.

Most companies are born in an entrepreneurial mode, starting with dreams, limited capital
and the need to be frugal. “Success comes to some. They enjoy profitability, growth and
expanded resources, but they also must cope with increasing bureaucracy and managerial
challenges. The lucky few become world-class organizations, but eventually most are
confronted with challenges relating to hubris; extreme size; the difficulty of controlling
far-flung operations; and perhaps ossification and an unwillingness to innovate and take
risks. Some stagnate in maturity, and some fail under aging products or excessive debt
loads and move into distress and bankruptcy. The reason I say failure carries within itself
the seeds of success is that bankruptcy then permits some of them to shed debt and
onerous contracts and emerge with a reborn emphasis on frugality and profitability. And
the cycle resumes . . . as ever.

The biggest mistakes I have witnessed in my investing career came when people ignored
the limitations imposed by the corporate life cycle. In short, investors did assume trees
could grow to the sky. In 1999, just as in 1969, investors accepted that ultra-high profit
growth could go on forever. They also concluded that for the stocks of companies
capable of such growth, no p/e ratio was too high. People extrapolated earnings growth
of 20%-plus and paid p/e ratios of 50-plus. Of course, when neither the growth nor the
valuations turned out to be sustainable, losses of 90%-plus became the rule. As always,
the folly of projecting limitless growth became obvious in retrospect.



The exigencies of the corporate life cycle usually render ultra-high growth rates
unsustainable. Regardless of the improbability, however, investors indulge in "the willing
suspension of disbelief" (which I always bring to the movies but check at the door when I
come to work). They assume that successful companies will be able to attract enough
talent, develop enough new products, access enough new markets, fend off competition
while protecting high profit margins, and correctly make the strategic adaptations needed
to keep growing . . . but it rarely works that way.

In February an article in Fortune magazine, covering 1960-80, 1970-90 and 1980-99,
showed that out of 150 candidates among large companies, only four or five in each
period were able to grow earnings per share at 15% per year on average. Only one, Philip
Morris, grew at that rate for all three periods. The key for Philip Morris wasn't a
technological miracle or a fabulous new growth product; it was solid blocking and
tackling in areas of stable consumer demand. So the latest "wonder-company" with a
unique product rarely possesses the secret of rapid growth forever. I think it's safer to
expect a company's growth rate to regress toward the mean than it is to expect perpetual
motion.

Business Fads and Fancies

We all laugh about hemlines, which fluctuate from year to year and add nothing to society
but cost. The truth is, there's no place for them to go but up and down . . . and so they do.

Likewise, there are business trends that have nowhere to go but back and forth . . . and so

they do.

Take corporate diversification, for example. As a new equity analyst in 1970, one of my
first assignments was to study conglomerates, starting with Litton, ITT, Whittaker,
Teledyne and City Investing. It was widely held that their diversification and synergies
(along with the magic of acquisition accounting and high p/e "funny money") could
produce rapid growth forever. They pursued large numbers of acquisitions (ITT made 52
one year) and were rewarded with very high p/e ratios (which enabled them to prolong
their growth for a while through further anti-dilutive acquisitions).

It wasn't long, however, before their dependence on sky-high multiples was recognized
and difficulties surfaced in connection with the management of their diverse
organizations. Their managers switched to stressing the benefits of specialization (as
opposed to diversification), and the head of Whittaker wrote a paper extolling the virtues
of a process he called "distillation of the product centroid." Units began to be sold off
and the companies deconglomerated. It's interesting to note that none of those five
companies exists today.

Diversification or specialization? Centralization or decentralization? Savings through
just-in-time inventories or protection from stockpiles and redundancy? Tough goal-
oriented management or warm-and-fuzzy work environments? Leverage on the upside
through maximum debt or the safety that comes from a large equity cushion? The



pendulum in each of these continua can do nothing but swing back and forth, and so it
does. The answer is that there is no perfect answer. Companies move toward one
extreme as it becomes more popular. Then the drawbacks surface and they move back
toward the other. There's no place else for companies to move with regard to each of
these questions, and so they cycle from one extreme to the other.

Likewise, there are cyclical fluctuations in how business phenomena are viewed. People
move en masse toward one view, and when it turns out that no view can hold the answer,
they move away from it.

For example, in the 1990s, information technology was thought to hold the answer to
increased corporate efficiency. A great deal of the decade's bull market was fed by gains
in productivity, which contributed greatly to both earnings and the p/e ratios investors
applied to them. Technology-derived gains in productivity were embraced as having
fundamentally altered the growth potential of companies and the economy. In testimony
to the House of Representatives on February 23, 2000, Alan Greenspan said:

.. . there are few signs to date of slowing in the pace of innovation and the spread
of our newer technologies that, as I have indicated in previous testimonies, have
been at the root of our extraordinary productivity improvement. Indeed, some
analysts conjecture that we still may be in the earlier stages of the rapid adoption
of new technologies and not yet in sight of the stage when this wave of innovation
will crest.

Well, I know what did crest within 30 days: the stock market. And on October 24, 2001,
just twenty months later, a less expansive Mr. Greenspan was quoted in the Wall Street
Journal as saying:

What the events of September 11 did was to introduce a whole new set of
uncertainties which information technology is not going to improve our insight
into. And so it is a reversal of some of the forces that engendered the productivity
acceleration of the last five years.

In other words, what had been thought to be a fundamental and durable change has
proved to be one more development whose ability to wax and wane has to be
acknowledged and watched. The gains from productivity are proving to be cyclical, and
the cycle shorter than had been expected.

The Market Cycle

At the University of Chicago, I was taught that the value of an asset is the discounted
present value of its future cash flows. If this is true, we should expect the prices of assets
to change in line with changes in the outlook for their cash flows. But we know that asset
prices often rise and fall without regard for cash flows, and certainly by amounts that are
entirely disproportionate to the changes in cash flows.



Finance professors would say that these fluctuations reflect changes in the discount rate
being applied to the cash flows or, in other words, changes in valuation parameters.
Practitioners would agree that changes in p/e ratios are responsible, and we all know that
p/e ratios fluctuate much more radically than do company fundamentals.

The market has a mind of its own, and its changes in valuation parameters, caused
primarily by changes in investor psychology (not changes in fundamentals), that account
for most short-term changes in security prices. This psychology, too, moves in a highly
cyclical manner.

For decades — literally — I've been lugging around what I thought was a particularly
apt enumeration of the three stages of a bull market:

e the first, when a few forward-looking people begin to believe things will get
better,

e the second, when most investors realize improvement is actually underway, and

o the third, when everyone concludes everything will get better forever.

Why would anyone waste time trying for a better description? This one says it all.

Stocks are cheapest when everything looks grim. The depressing outlook keeps them
there, and only a few astute and daring bargain hunters are willing to take new positions.
Maybe their buying attracts some attention, or maybe the outlook turns a little less
depressing, but for one reason or another, the market starts moving up.

After a while, the outlook seems a little less poor. People begin to appreciate that
improvement is taking place, and it requires less imagination to be a buyer. Of course,
with the economy and market off the critical list, they pay prices that are more reflective
of stocks' fair values.

And eventually, giddiness sets in. Cheered by the improvement in economic and
corporate results, people become willing to extrapolate it. The masses become excited
(and envious) about the profits made by investors who were early, and they want in. And
they ignore the cyclical nature of things and conclude that the gains will go on forever.
That's why I love the old adage "What the wise man does in the beginning, the fool does
in the end." Most importantly, in the late stages of the great bull markets, people become
willing to pay prices for stocks that assume the good times will go on ad infinitum.

But they cannot. When the tech bubble was roaring ahead in late 1999, no one could
think of any development that might be capable of bringing it to an end. Technology was
certain to revolutionize everyday life, creating a new investment paradigm. Revenue
growth (or at least the growth in "eye-balls") was strong. Capital was freely available,
enabling expansion to continue and new, innovative companies to be formed. Cash flows
into mutual funds and 401(k)s guaranteed steady demand for the stocks. Each time
another tech stock was added to an index, a whole new group of forced buyers was
created among index funds and the active managers benchmarked against that index. No



portfolio manager could take the risk of under-owning these stocks; they had to buy
them regardless of price! Eureka! There was no way they could stop going up. The
perpetual motion machine had been built.

But somehow, the stocks did stop going up. And then they started going down. I don't
think anyone can say just what it was that caused the tech bubble to burst. Certainly I
can't think of any one thing — even in hindsight, which is usually 20:20. Maybe the
groundwork was laid for declines when it was shown merely that the rise could slow.
Maybe a few smart people, to paraphrase the third of the three stages, concluded that
everything wouldn't get better forever. The best explanation probably is that the prices
just collapsed under their own weight.

Anyway, the market proved — once again — that it can't move in one direction forever. It
has to be appreciated in cyclical terms, with increases followed by decreases, and in
fact with increases causing decreases.

In April 1991 , in just my second general memo to clients, I described the market as
follows:

The mood swings of the securities markets resemble the movement of a
pendulum. Although the midpoint of its arc best describes the position of a
pendulum "on average," it actually spends very little of its time there. Instead, it
is almost always swinging toward or away from the extremes of its arc. But
whenever the pendulum is near either extreme, it is inevitable that it will move
back toward the midpoint sooner or later. In fact, it is the movement toward an
extreme itself that supplies the energy for the swing back.

Investment markets make the same pendulum-like swing:

e between euphoria and depression,

e between celebrating positive developments and obsessing over negatives, and
thus

e between overpriced and underpriced.

The swing of the pendulum? The oscillation of the cycle? Either way's fine — just don't
tell me it'll be a straight line.

In 1999, the Wall Street Journal ran a number of OpEd pieces by James Glassman and
Kevin Hassett trumpeting the theory behind the book "Dow 36,000." I couldn't think of
anything that made less sense. By last month, it seemed the Journal's story had changed:

With economic conditions turning downward so quickly, pushed along by the
events of Sept. 11, a lot of business books have been rendered irrelevant, even
silly. Anyone remember "Dow 36,000"?



How quickly views change, and how quickly the logical-sounding rationale for lofty or
depressed prices is shown in retrospect to have been "silly."

* * *

The risks entailed in ignoring the inherently cyclical nature of things are manifold, and
the various cycles interact, often in ways that surprise the optimists. On October 26 the
beautifully written (but inaptly-titled) "Grant's Interest Rate Observer" described the
situation at a fallen telecommunications giant as follows:

In the New Economy, the front office seemed persuaded, there would be no
recession (let alone a global recession) and no bear market (especially one
concentrated in technology). There would be no pause in the growth of the
demand for broadband, no collapse in the price of broadband access and no credit
contraction. What we are looking at . . . is compressed cash flow at the trough in a
cyclical business so new that its proponents have yet to discover that it is, in fact,
cyclical.

This example represents a four-bagger. It seems the company's management ignored the
cyclicality of (1) the economy, (2) the stock market, (3) the availability of credit, and (4)
the demand and price for its product. As in this case, the failure to prepare for cycles
usually leads to what later are perceived as obvious, easily-avoided mistakes.

Cycles and How To Live With Them

No one knew when the tech bubble would burst, and no one knew what the extent of the
correction could be or how long it would last. But it wasn't impossible to get a sense that
the market was euphoric and investors were behaving in an unquestioning, giddy manner.
That was all it would have taken to avoid a great deal of the carnage.

Having said that, [ want to point out emphatically that many of those who complained
about the excessive market valuations — including me — started to do so years too soon.
And for a long time, another of my old standards was proved true: "being too far ahead of
your time is indistinguishable from being wrong." Some of the cautious investors ran out
of staying power, losing their jobs or their clients because of having missed the gains.
Some capitulated and, having missed the gains, jumped in just in time to participate in the
losses.

So I'm not trying to give the impression that coping with cycles is easy. But I do

think it's a necessary effort. We may never know where we're going, or when the
tide will turn, but we had better have a good idea where we are.

November 20, 2001
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Memo to: Oaktree Clients

From: Howard Marks

Re: Learning From Enron
The investigation was not completed until June . . . The testimony had brought to
light a shocking corruption, . . . a widespread repudiation of widespread standards

of honesty and fair dealing . . . and a merciless exploitation of the vicious
possibilities of intricate corporate chicanery. The public had been deeply aroused
by the spectacle of cynical disregard of fiduciary duty . . .

Part of a draft post-mortem for Enron? Could be, but it's not. It's a passage from one of
my favorite books, "Wall Street Under Oath." The book was written in 1939 by
Ferdinand Pecora, who served as Counsel for the Senate Committee on Banking and
Currency investigating the Crash of '29 and went on to become a Justice of the Supreme
Court of New York. It recounts the outrageous 1920s conduct of commercial/investment
bankers that inspired the creation of the Securities and Exchange Commission and the
enactment of securities laws that govern our industry to this day. The bankers' conduct
was rife with self-dealing, conflicts of interest and gross dishonesty.

In other words, reviewing the 1920s reminds us of history's tendency to repeat.

What Can We Learn From Enron?

An article about Enron in the December 5 Wall Street Journal made a big impression on
me. Headlined "Behind Enron's Fall, a Culture of Operating Outside the Public's View,"
it read in part as follows:

It was vintage Enron: minimal disclosure of financial information that, in
retrospect, was central to understanding the complex company . . . . virtually
unseen until the end was an Enron culture that contained the seeds of its collapse,
a culture of highly questionable financial engineering, misstated earnings and
persistent efforts to keep investors in the dark.

Senior Enron executives flouted elementary conflict-of-interest standards. The
company hired legions of lawyers and accountants to help it meet the letter of
Federal securities laws while trampling on the intent of those laws. It became
adept at giving technically correct answers rather than simply honest ones.

The article, and particularly the last sentence quoted above, prompted me to write a year-
end memo to Oaktree' s staff stressing the importance of taking "the high road" and
describing Enron as "a pretty good example of what Oaktree doesn't want to be."



What we knew about Enron in December was a fraction of what we know today. It's now
clear that there are many lessons to be learned from it.

Questionable Transactions — Form Over Substance

As little as six months ago, Enron was considered an exemplar of corporate growth and
ingenuity. Little did we know, however, that its inventiveness had been directed not at
developing highly profitable businesses, but rather transactions that could be used to paint
an inaccurate picture of Enron and still squeak by under Generally Accepted Accounting
Principles. Some of these transactions were breathtaking in their duplicity and chutzpah.

The most notorious examples relate to the creation of off-balance sheet partnerships.
These "special-purpose entities" were used to hide debt and pump profits. As our analysts
studied Enron, they couldn't believe the lengths to which its management had gone.

When Enron wanted to increase its debt to an extent that would have jeopardized the
credit rating that was so essential to its business, it formed partnerships to do the
borrowing away from Enron's balance sheet. Off-balance sheet partnerships are common,
but for their debt not to be consolidated with that of the parent, outsiders must provide at
least 3% of their equity capital. The self-interest of the providers of this risk capital, it is
thought, will serve to keep the entities independent.

But Enron had a problem. It wanted to avoid consolidation with its own financial
statements, but it feared that vigilance on the part of outside investors would prevent
Enron from doing all it wanted in the partnerships. Investors with capital at risk would
care about how much debt was taken on, what the partnerships bought with the borrowed
money, and at what prices. They might even worry about having Enron executives
running the partnerships, which did business with Enron. So outside equity capital had to
be attracted to satisfy GAAP, but truly self-interested investors had to be avoided if Enron
was to maintain its flexibility.

How could outsiders be enticed to invest capital without caring? Simple: guarantee the
results. The key was for Enron, not the investors, to absorb the risk. This is
accomplished by promising a full return of capital, and returns up to 30% a year in some
cases, and backing the promise with Enron stock. Certainly the security provided by this
investment-grade company's soaring stock would be solid. Enron also guaranteed some
of the loans to these entities.

So with the "outside" investors' risk covered by Enron and the "independent" partnerships
squarely under its control, they could be used any way Enron chose. When assets
declined in value, the partnerships would buy them at Enron's cost, hiding the losses.
When profits seemed likely to disappoint in a quarter, assets could be sold to the
partnerships at inflated prices, covering the shortfall. And with investors insulated from
the impact, there was no one to question the prices at which these trades took place and



supply the "arms-length" aspect that would be present in dealings with a truly
independent entity.

Less often discussed, but equally questionable, were the transactions that gave Enron
mark-to-market profits. For example, Enron Energy Services was a highly-touted
division that contracted to deliver electricity, gas and energy management services to
commercial customers, sometimes for periods of up to a decade. Under mark-to-market
accounting, anticipated profits from those contracts were reflected immediately.

Mark-to-market accounting is based on the view that because contracts signed today can
greatly influence a company's value, the future profits or losses they imply should be
recognized. Based on the terms of the contracts and the likely cost of fulfilling them,
management projects the profit that will arise and runs it through the income statement.
Obviously, the appropriateness of these profit projections depends on the reasonableness
of the cost estimates. If I have agreed to supply gasoline six months from now at $2 per
gallon, you can probably depend on the profits I say I'll make. But the accuracy of profit
figures for supplying electricity in 2010 is another story.

Although that technique is standard in commodities trading, problems emerge
when there is no liquid market that can establish with a degree of certainty what
future market values will be. (Los Angeles Times, February 12, 2002)

At Enron, we're told, the "reliable source" for documenting the future value of contracts —
and thus their contribution to the current year's profits — was the company's own models.
That's the equivalent of letting ballplayers call the game and keep their own scores.

The last type of transaction I'll discuss are derivative trades that made loans look like
sales. Again, the amounts of money Enron needed to fund its perpetual motion machine
exceeded the amounts that could be borrowed without causing its credit to be downgraded
and bringing the motion to a halt. So Enron found a way to enter into "swap" transactions
using derivative contracts that in effect were loans but could be accounted for in other
ways.

In a normal swap transaction, party A pays party B a premium to exchange one flow of
funds for another. For example, if party A holds a floating-rate loan but doesn't want to
bear interest rate uncertainty, he might offer party B a fee plus the stream of payments on
that loan in exchange for the payments on a hypothetical fixed-rate loan of the same
amount and maturity.

In Enron's transactions, a financial institution agreed to accept one stream of payments in
exchange for another and then paid Enron the estimated present value of the stream it had
agreed to pay over time. Trades like these are called "prepaid swaps," because the
financial institution agrees to pay immediately for the stream of future payments to which
it becomes entitled. Thus Enron got a lump sum from the financial institution in
exchange for the promise of payments in the future.



That sounds like a loan to me. However, Enron's balance sheet told a different story.
Because the derivatives related to commodities, the receipts usually were shown as
"assets from price risk management" and the payments that it was obliged to make as
"liabilities from price risk management." No loan transaction; just money in Enron's till
and an obligation to make payments that amounted to interest and principal.

There's nothing wrong per se with off-balance sheet partnerships, mark-to-market
accounting or swap transactions, or with the standard methods of accounting for them.
They're engaged in many times a day, and almost always benignly. The problem arises
when these transactions are entered into and accounted for so as to fool, misrepresent and
obscure.

Among the common threads running through Enron's financial practices is the fact
that (1) they had been designed for uses other than those to which Enron put them,
and (2) Enron's accounting for them provided a distorted picture of what was
actually going on.

What Was Wrong With Enron's Accounting?

The principal problem was that the transactions represented an effort to use accounting as
a weapon against investors, rating agencies, counterparties and regulators.

Although the opponents of gun control like to say that "guns don't kill people; people kill
people," I think it's people misusing guns who kill people. By the same token, it's not
accounting that creates abuses, but people misusing accounting.

Like most things, transactions like those described above can be abused and misused. At
their best they allow companies to accomplish legitimate goals and communicate them
clearly. At their worst they can be used to circumvent their normal purposes and avoid
apprehension (certainly as in "understanding," but perhaps as in "arrest" as well).

It seems clear that Enron's executives didn't say ""What transaction is in the best
interest of Enron and its shareholders, and what's the clearest way to account for
it?" Rather, they tried to come up with a form of transaction that could be described so
as to convey the desired impression — even if the transaction served no valid business
purpose for Enron and the accounting for it was misleading.

While failings on the part of its executives, directors and outside auditors certainly
contributed, Enron was able to do this in large part because the accounting profession had
set out numerical rules that could serve as a roadmap for duplicity, rather than principles
that would set standards for the intent and effect of financial reporting. The Wall Street
Journal of February 12 explained the distinction:

Auditors who issue clean bills of health are required to certify that a company's
financial statements fairly represent the client company's financial performance.



But critics of the accounting profession today say that over the past three decades
the standard setters have moved away from establishing broad accounting
principles aimed at insuring that companies' financial statements are fairly
presented.

Instead, they have moved toward drafting voluminous rules that may shield
auditors and companies from legal liability if technically followed in check-box
fashion. That can result in companies creating complex structures that technically
comply with GAAP but hide billions of dollars of debt or other corporate
obligations.

As the Wall Street Journal wrote on February 1 and 8,

... sometimes persnickety rules can become a license for larger dishonesty.

This new environment's two highest values are tolerance and proceduralism. That
doesn't encourage good judgment; it suppresses it.

So the lessons regarding accounting are simple:
e We need accounting standards that are set and enforced in terms of
principles, not just technical rules.

e Accounting is like any other tool; the results will depend on whose hands it's
in.

The Origins of Corporate Corruption

For those seeking an explanation for fortuitous outcomes, luck has been described as
"what happens when preparation meets opportunity." I think Enron inspires a similar
explanation for corruption: it's what happens when exigency meets moral weakness.

If Oaktree got into a bind, I hope we would admit that performance wasn't measuring up
to expectations, that things weren't going our way, or that we simply had made mistakes.
I hope we would accept the consequences and try to remedy the situation.

Unfortunately, however, not everyone works that way. Some people are less eager to
face the music. If the high road doesn't work out and doing the right thing isn't of great
concern, there are people who will cut a few corners or look for a "creative" way out.

I have no reason to believe Enron was formed in 1985 to be the Potemkin village it
became, with the intention of misrepresenting results and profiting executives rather than
shareholders. And I doubt if anyone said, "Who cares if we hire executives that are
morally soft?" I think Ken Lay once had a dream that truly included new ways to profit
in a changing energy industry. But when things didn't go according to plan and



maintaining a lofty stock price became a challenging obsession, the people who mattered
most either engaged in corrupt practices or failed to blow the whistle on them.

Corporate Rot Can Spread From the Executive Suite

In fact, Enron's culture in recent years seems to have encouraged doing the wrong thing.
Certainly, the jury is still out regarding Ken Lay. Was he the oblivious dreamer who
couldn't understand the details, trusted the wrong people and was duped? Or was he the
manipulative master criminal we've heard vilified in Congress?

Whichever was the case, right now we only know the results. It certainly appears that
Enron was a company where:

hubris was encouraged,

schemers rose to the top,

people were rewarded for ends, not means, and
no one ever asked "but is it right?"

Whistleblower Sherron Watkins has said that questioning CEO Jeff Skilling about the
propriety of the partnerships would have been "job suicide." CFO Andrew Fastow is said
to have cursed at the Enron representatives who negotiated against the partnerships he ran
and to have tried to get one fired. Lawyers will argue the specifics, and judges and juries
will decide, but it seems clear that there were bad guys at Enron, and that nothing in the
climate there encouraged doing the right thing.

And encouraging moral behavior, perhaps above all else, is the responsibility of top
management. One thing I’m convinced of is that you can't have a great organization
without someone at the top setting the tone. The Chairman and CEO can't know
everything that goes on in a company, can't be conversant with the details and merits of
every transaction, and can't participate in any but the most senior hires. But they can
create a climate where expectations are high and the emphasis is on means, not just
ends.

When I get through telling prospective clients how well my partners manage Oaktree's
portfolios, some ask, "Then what do you do?" In addition to communicating with clients
and managing the business, I tell them, I try to provide leadership. You can't see it
around the office or quantify its effect on the results, but it's what makes a company what
it is.

That Depends on the Meaning of the Word "True"

I've seen organizations where, it seemed to me, the standard for truth was that "if
something cannot definitively be proved to be a lie, we can say it's the truth." That
standard, at best, appears to be what guided Enron.



No one in control at Enron seems to ever to have said '""Wait a minute! That's not
what's really happening here" or "That description is too unclear to be useful."
Enron appears to have used a very special dictionary. Its key verbs were "mislead,"
"obfuscate," "manipulate" and "disguise." Its adjectives were "opaque," "Byzantine" and
"technically correct." And they had no need for "straightforward," "arms-length" or
"candid." Much of the disclosure that did take place seems to have been arranged so that,
if need be, Enron executives could say "if you looked in the right place and read it the
way we intended, you couldn't say it's not there."

For example, if it was the number of words that counted, this paragraph from a much
longer Enron footnote might pass for full disclosure.

In 2000, Enron entered into transactions with the Related Party to hedge certain merchant
investments and other assets. As part of the transactions, Enron (i) contributed to newly-formed
entities (the Entities) assets valued at approximately $1.2 billion, including $150 million in Enron
notes payable, 3.7 million restricted shares of outstanding Enron common stock and the right to
receive up to 18.0 million shares of outstanding Enron common stock in March 2003 (subject to
certain conditions) and (ii) transferred to the Entities assets valued at approximately $309 million,
including a $50 million note payable and an investment in an entity that indirectly holds warrants
convertible into common stock of an Enron equity method investee. In return, Enron received
economic interests in the Entities, $309 million in notes receivable, of which $259 million is
recorded at Enron's carryover basis of zero, and a special distribution from the Entities in the form
of $1.2 billion in notes receivable, subject to changes in the principal for amounts payable by
Enron in connection with the execution of additional derivative instruments. Cash in these Entities
of $172.6 million is invested in Enron demand notes. In addition, Enron paid $123 million to
purchase share-settled options from the Entities on 21.7 million shares of Enron common stock.
The Entities paid Enron $10.7 million to terminate the share-settled options on 14.6 million shares
of Enron common stock outstanding. In late 2000, Enron entered into share-settled collar
arrangements with the Entities on 15.4 million shares of Enron common stock. Such arrangements
will be accounted for as equity transactions when settled.

Could anyone tell what these 260 words meant? There's a lot of ink there, not much
information. Disclosure doesn't mean putting facts out there indecipherably, but
rather in a way that lets people discern their significance.

Obviously, Enron's communication was the opposite of truthful and complete. Equally
obviously, Enron didn't want people to know what was going on. Truth was scarce at
Enron, and something to be toyed with. The examples ranged from ridiculous to
extremely serious. We can chuckle at the thought of Enron building a sham trading floor
and coaching secretaries on how to sound like traders when analysts walked through. But
there's nothing funny about the money people lost because, as the February 4 issue of
Business Week reported,

In September, Lay told employees: "Talk up the stock and talk positively about
Enron to your family and friends." The company's upcoming financial report, he
said, was "looking great."



This was a few weeks after Jeffrey Skilling resigned and Lay was told by Sherron Watkins of
her concerns, while he was actively selling his stock, and a few weeks before a $1.2 billion
downward restatement of Enron' s net worth.

And it seems old habits die hard. Just a week or so ago, in defending the juxtaposition of
negative developments at Enron and Ken Lay's stock sales, a spokesperson pointed out
that Lay had bought stock last summer. True as far as it goes, it's my belief that he sold
or otherwise disposed of more shares than he bought. It's funny how someone might take
"he bought stock" to mean, "he bought stock on balance." To paraphrase a former world
leader, it all depends on the meaning of the word "true."

The acid test for the truth is really quite simple: If everyone got a chance to

knowledgeably compare reality against what we say about it, what would they
think? Enron wouldn't have done very well under that standard.

Conflicts of Interest

It's an old-fashioned question, but one that seems to have been forgotten at Enron: Whose
interests come first?

Each of us encounters this question daily, having to balance the interests of others against
our own. Should I slow down for the driver signaling to change lanes? Can I take the last
piece on the platter? The biggest one? If I'm late for a flight, is it okay to push through
the security line? Is it fair to just pick out the cashews and almonds, or must I eat my
share of filberts and peanuts too? Is it okay to break a date when a better offer comes
along?

These decisions aren't easy. Rabbi Hillel described the dilemma two thousand years ago:
"If I am not for myself, who will be? And if I am not for others, what am I?" Despite the
difficulty, most of us were taught by our parents to do a decent job of balancing self-
interest and the interests of others.

For people in positions as fiduciaries, the law makes it a lot simpler: the other guy comes
first. It's obvious that an executor can't buy assets from the estate at bargain prices.
Likewise, company managers and directors owe their first loyalty to shareholders,
pension plan beneficiaries and, in insolvency, to creditors.

Like the test for truth, the test on handling conflicts seems pretty simple: If everything
we do ends up in the headlines, will anyone have grounds for complaint? Well, no
one seems to have applied that test at Enron. It all made it to the headlines, and Enron
flopped.

The most egregious instance involves executives like Chief Financial Officer Andrew
Fastow and Managing Director Michael Kopper who (1) set up off-balance sheet entities
that did business with Enron, (2) assumed control of those entities, (3) negotiated on



behalf of the entities with Enron subordinates whose compensation they determined, and
(4) profited fabulously. Fastow is famous for having made $30 million from the entities,
and Kopper made at least $10 million. Given that the partnerships are generally not
believed to have served valid business purposes, those profits represent a direct transfer
from Enron's coffers to those of the employees for which Enron received no legitimate
quid pro quo.

By the way, Enron had an ethics policy, and it probably would have prohibited these
things. So the directors voted to waive the policy. But that vote didn't make the actions
right.

Neither was it a good idea for Ken Lay's sister to be Enron's travel agent, or for Enron to
contract with and invest in companies owned by Lay and his son. Each of these might
have had a valid business purpose. But it's essential to avoid both conflicts and the
appearance of conflicts. We all might like to use employer dollars to benefit our
relatives, our friends, and even ourselves, but the temptation must be resisted. If top
executives engage in transactions that suggest self-dealing, even if they might be capable
of tortuous rationalization, it makes a statement that fiduciary duty and moral behavior
are dispensable. What could be worse?

In the business world, potential conflicts of interest arise all the time. We can't

avoid them, but our goal must be to deal with them honorably. Clients,
shareholders and others who depend on us must come first.

Whose Company Is It, Anyway?

When a public company is involved, an important question is whether management acts
like the company belongs to them or to the shareholders.

As part of my business education I learned that America's commercial progress took a big
step forward when management was separated from ownership. About a century ago,
companies began to be turned over to hired managers. Because company owners aren't
necessarily the best managers, it followed that the emergence of a professional manager
class would, on balance, enhance the quality of management.

This made great sense to me. Certainly this separation is one of the things that made
America the world leader in business. But now I think it has gone too far in some cases.
Alan Greenspan said recently, "There has been a severance, in my judgment, of the interests
of the chief executive officer in many corporations from those of the shareholders, and that
should be pulled together." (Los Angeles Times, February 28, 2002)

Enron's managers didn't act like paid caretakers of other people's company, but
rather as if they owned it. Of course, Ken Lay et al. would argue that everything they
did was done to create value for the shareholders. But is there any reason to believe they
acted the way the shareholders would have wanted them to act? Certainly they can't



argue that they had the shareholders' blessing, given that they never let on what they were
really doing.

Of course, executives defend their actions by invoking the cloak of shareholder
governance: that shareholders elect the directors, and it's the directors who choose and
direct the CEO. We've seen hundreds of times, however, how hard it is for the company-
proposed slate of directors to lose an election or for a dissident proposal to be passed.

Acting in the interests of shareholders is just one option for management today, and
clearly it wasn't the one chosen at Enron.

Aligning Interests

About a decade ago, Forbes published a special issue on executive compensation. In it, a
sage, experienced director said of managers, "I've given up on getting them to do what I
tell them to do; they do what I pay them to do." I've never forgotten that statement.

When individual compensation gets into the tens or even hundreds of millions of dollars
per year (including stock and options), managers profit as if they owned the company and
took the risk. They appropriate a major share of profits for themselves in the good years,
even though they lose nothing (other than perhaps potential or previously-accrued profits)
in the bad ones.

Set up this way, management has lots of incentive to take risk and cut corners. It sure
worked that way at Enron. The executives can point out that the board approved the key
elements in the compensation program. But once again, | say the board's control over
management is limited.

Options have played a major part in the trend toward outsized compensation. Early on,
when their use began, it was felt that options would align the interests of management
with those of the shareholders by (1) interesting management in how the stock did, and
(2) tying compensation to the company's long-term performance.

As with so many things, however, the negatives have been found out through experience:

e Options focus attention on short-term performance, not long-term.

e Options focus attention on the performance of the stock, not the company (and
those are two very different things).

e Options give management a skewed interest in the company. It was thought that
they would make managers into stockholders, but this is rarely the case.
Employees usually sell very soon after exercising, often simultaneously. This is
because they either don't have enough capital to hold or don't want to bear the
downside risk. Thus executives profit from share appreciation but rarely hold
shares. That's very different from the lot of the company's owners.



e Because the cost of option programs never shows up in the income statement,
their cost is considered in a distorted way. Option grants amount to giving a
portion of the company to the employees, but no net income effect is ever seen
under current GAAP.

e Stock price declines introduce the unattractive dilemma of option repricing.
When a stock falls precipitously, management often proposes a commensurate
reduction of the exercise price on options. With shareholders having taken a big
loss, it seems unfair to exempt executives from the pain. But it is true that old
options that are way out of the money won't serve to retain and motivate
employees. And with option grants "free," repricing often is irresistible.

It seems obvious that the option culture, the stock market bubble and the advent of
mega-compensation have combined in the worst of cases to encourage short-term
fixes and artful — even fraudulent — accounting. I think it's no coincidence that our
high yield bond portfolios encountered two examples of accounting fraud in February
2001 alone, more than in the previous twenty years put together.

Moving away from the subject of options, the New York Times of March 1 indicated
another way in which compensation incentives can be counterproductive. Early in 2001,
the Times reported, Enron executives and other employees received hundreds of millions
of dollars in bonuses tied to earnings and stock price performance.

.. . executives received large bonuses . . . with the amount based in large part on
the earnings of the company — figures that investigators for a special committee of
the Enron board have concluded were inappropriately inflated by company
executives . . .

Legal experts said that the payments could provide strong evidence of a motive
for the financial machinations that investigators think distorted the company's
reported performance and ultimately led to its demise. Without those efforts, the
profits and stock price levels required to obtain the money certainly would not
have been reached . . .

Almost every decision that ultimately led to the company's collapse — including the
establishment of a series of partnerships . . . which an investigating committee of
the board concluded were used to bolster earnings improperly — was made during
the time frame [when the earnings test for bonus purposes was underway] . . .

[According to a former federal prosecutor,] ""The level of compensation that we
are talking about here would certainly seem to be a powerful incentive for
anyone to do anything." [Emphasis mine]

Management should be incentivized, but constructively. Excessive, short-term focus
on stock price performance is not in shareholders' long-term interest and, in
egregious cases like Enron, obviously can bring disastrous results.



I also want to touch on the issue of stock sales by executives. Perhaps because it's an
issue with so much visceral appeal, the headlines are full of "Executives Sold While
Company Crumbled; Employees and Small Investors Lost Everything."

But I don't think there's anything inherently wrong with executives selling stock. They
buy it to profit, and they should be expected to reap that profit at some point in time. If
the company and the stock do well, appreciation can create a position too large to hold
prudently. So selling's okay; the issue is when.

Clearly, managers mustn't sell when they know things others don't. When that's true is a
tough question and often a matter of degree; no shareholder can ever know as much as the
CEO does. Selling while saying "the company's doing great" probably isn't a terrific idea
— especially if it's not. And the number of shares it's proper to sell probably is a function
of the absolute dollar amounts involved and the number of shares retained.

One last note: I have absolutely no sympathy for managers who are renegades, like
Enron's seem to have been, but they're not the only ones at fault here. Every investor
who's complaining about the stock sales made by Enron executives could have
learned about most of them from government filings and sold alongside. In fact, the
onus is on investors who hold or buy while insiders are announcing massive sales.
Investors must accept responsibility for their actions; Enron's faulty transactions might
have been covert, but most of the stock sales took place in plain sight.

Where Does the Buck Stop?

While we're on the subject of responsibility, who else should accept it in the case of
Enron? (So far I haven't seen many hands going up.)

The little guys are employing the Nuremberg defense: "I only did what I was told." And
they're right most of the time. It's true they could have objected to what they saw, but that
would be asking a lot. The combination of certitude, principles, career alternatives and/or
financial resources needed to create a whistleblower occurs only rarely.

Sherron Watkins might be the closest thing thus far, and she certainly did raise red flags
in her memo of August. She was brave and stepped forward when few others did, but I'm
not ready to canonize her yet. Before I do so, I'll have to get over the large number of
references in her memo not to what was right or wrong, but to what might be found out.
In August she wrote:

e Skilling's abrupt departure will raise suspicions,

e we will have to pony up Enron stock, and that won't go unnoticed,

e [ am incredibly nervous that we will implode in a wave of accounting scandals,

e we are under too much scrutiny and there are probably one or two 'redeployed’
employees who know enough about the 'funny' accounting to get us into trouble,

e too many people are looking for a smoking gun,



e we do not have a fact pattern that would look good to the SEC or investors, and
e best case: clean up quietly if possible.

These quotations certainly suggest a preoccupation with perception. Did Watkins truly
worry about right and wrong and choose her mode of expression to make an impact on
Lay and company? Did she write to complain about wrongdoing or just to push for
damage control? And are they two different things or the same?

Unlike the little guys, the top execs are employing what I call the Geneva defense: "I
was in Switzerland during the war." Nobody ordered the misdeeds or even knew about
them. Either they were out of the room or the lights went off. Control freaks with great
memories left things to others or can't remember what happened. And, ultimately, they
claim the directors and auditors approved everything.

The Role of the Auditors

Why do companies have auditors? So the owners can be sure that (1) they know what
management is doing and (2) the financial statements accurately reflect what's going on.
As such, auditors play an absolutely essential role in the corporate governance process.

In addition to checking the numbers and opining on the reasonableness of the financial
statements, it's their job to tell directors, through the audit committee, when something's
amiss. Every audit committee meeting should include some time when no management
representatives are present. This is the auditors' chance to tell the directors about things
they feel are wrong.

Did Arthur Andersen fulfill its responsibilities at Enron? They say yes and management
says no. Surprise!! Certainly, at minimum, the picture is less than ideal.

e First, there's no getting around the fact that Andersen certified financial statements
about which no one has a kind word to say. If they had misgivings, they weren't
sufficient to make Andersen send up a red flag. We haven't seen any record of
Andersen expressing misgiving to the audit committee.

e Andersen received $52 million in fees from Enron in 2000, less than half of which
was for auditing. Auditors' compensation can be so great that keeping the job
becomes too high a priority.

e Roughly $5 million of the total was for Andersen's help in structuring some of the
complained-of transactions. When management says, "we'll pay you to think of a
creative solution to our problem," there's a lot of incentive to come up with something
that accomplishes the company's objectives in terms of effect and optics. And there's
little likelihood that the same firm will disapprove it on audit. It's kind of like paying
your IRS agent to design a tax shelter.



¢ Finally, Andersen served Enron for nineteen years, and maybe things got too
comfortable. While SEC rules require that the audit partner be rotated, they don't
limit the tenure of the firm.

On the other hand, in Andersen's defense:

e It's hard for auditors to know more than management will tell them. (It is their job,
however, to tell the audit committee when they don't feel they're getting complete
information and to check matters independently where they can.) There's just too
much evidence to the contrary for anyone to believe that honest auditors will always
sniff out dishonest management.

e All of the details of the financial statements Andersen certified, and of their
engagement at Enron, may have met the letter — if not the spirit — of the rules.

e Asin any other field, the rotten apple - the dishonest auditor, or even the incompetent
one — can do a lot of damage. We don't know yet what the real role of Andersen's
David Duncan was in the Enron debacle, but we may find out if he receives immunity
as seems to be under discussion.

Auditors are one of the shareholders' last bastions of protection. The Enron

example shows us two things: their essential nature and their fallibility. We still
need more help.

So Who's Left?

The shareholders' ultimate protection comes from the board of directors. The
directors are the representatives of the shareholders and the bosses of the CEO. They are
in position to hire and fire, and to approve and disapprove. Sounds like there's no one for
them to pass the buck to.

But the truth is, the directors don't work at the company, aren't involved in its day-to-day
affairs, and know little that they don't learn from management. I'm a corporate director,
and I get my information from management and the auditors (who get much of theirs
from management). If they're criminal or uninformed, I'm powerless to protect the
shareholders. Bottom line: we can't prevent all fraud and misrepresentation. At best we
can discourage it, and at worst we can punish it. We usually assume people are telling the
truth, and I would hate to work in a place where I can't.

The contribution of directors can be increased greatly if a few standards are adhered to.
The failure to do so may have been one of the major problems at Enron:

First, independent directors must be independent. That means they should be aware
that they work for the shareholders — not the company or the management — and act like



it. If directors derive unreasonable benefits from the company, they can lose their
objectivity, become beholden or grow afraid of losing the job. For just one example in
the case of Enron, the chairman of the board's investigating committee testified that all of
the directors flew around on company jets. Would they have been willing to give that up
to take a stand?

Second, independent directors have to be hard-working people who will attend
meetings diligently, ask tough questions and challenge management. We're in the
process of looking for directors for one of our companies. Someone I asked about a
prospect said, "He'll be a pain in the ass to management." Within reason, that's what I
want to hear. Relaxed attitudes negate the concept of independence. Directors who serve
in perpetuity also should be looked at. After enough years, they can conclude their
loyalty is to management.

Third, at least some of the independent directors must be financially astute enough to
fully understand what's going on. There are valid reasons to include financial novices
for knowledge they may have in areas like technology, law or the environment. But there
should be enough financial experts to understand management's actions and question
them when necessary.

Lastly, having friends of management as directors can't help the board's
independence. (Although they are the CEQO's bosses, directors often get their jobs
through the CEO; how's that for a paradox?)

When, for example, you look down the list of the six directors on Enron's audit committee —
probably the most important body in terms of protecting the shareholders — you see that at
least five fail to satisfy all of these criteria:

RJ chaired the audit committee for 15 years.

RC missed more than 25% of the board and committee meetings.
Enron has given $1.5 million to the cancer center JM headed.
JW got an additional $72,000 a year as a consultant.

WG's university program received $50,000 in Enron donations.

Getting highly competent and truly independent directors isn't easy. If the job pays
too little, nobody qualified will take it. If it pays too much, independence can be
compromised. And if Enron's board is stripped of indemnification and sued, it may
become hard for companies to find independent directors at all.

Ultimately, it must be borne in mind that, under the current system, it's tough for
shareholders to get boards other than those proposed by management. But as in many of
the issues under discussion here, that doesn't mean they should stop pushing for boards
that represent their interests.



Don't Expect Much Help From the Analysts

On February 27, the Senate Governmental Affairs Committee held hearings regarding
sell-side analysts who covered Enron. Its data showed that as late as November 8, weeks
after the SEC had announced its probe of possible irregularities, 10 out of 15 analysts
who covered Enron still rated it as a "buy" or "strong buy." (The stock, then around $9, is
now worth roughly zero.) Enron's debt was selling at roughly 60 cents on the dollar at
that time. The analysts may have thought the stock was a great buy, but debt investors
apparently considered it unlikely that the creditors would be paid — in which case the
stock would be worthless.

The analysts told the Senators their failure was attributable to the inaccuracy of the Enron
financial statements on which they had relied. Certainly, analysts' starting point has to be
the financial statements, and if they're fraudulent, accurate analysis is rendered very
difficult. But still, an insightful analyst can call attention to poor earnings quality and
inadequate or unclear reporting. In the case of Enron, none of the prominent sell-side
analysts seems to have made a peep.

Thus Enron represents another instance, like the dot-coms, where (a) most benignly,
we'd have to say brokerage house analysts possess little insight and their opinions
are of no value, and (b) most cynically, it seems they're not there to help investors as
much as their companies' investment banking efforts.

When I started off as an analyst in the 1960s, per-share commissions were high and it was
the job of brokerage house analysts to generate them. They accomplished this by
providing superior research. (Outright "sell" recommendations were rare nevertheless,
perhaps because "buy" recommendations had a much bigger potential audience.) The
process through which commissions were whittled down and analysts became driven by
investment banking considerations instead built gradually since then.

The truth of the matter is that a hard-nosed analyst with a "sell" recommendation is likely
to generate little in the way of commissions but certain to become persona non grata and
assure that his employer won't get investment banking business from the subject
company. Thus, as Sen. Joseph Lieberman said, "These influences compromise an
analyst's objectivity and mean that the average investor should take their bottom-line
recommendations with at least a grain of salt, if not a whole bucket."

Lack of objectivity isn't the only reason why analysts aren't much help. First, it's hard to
develop superior information; in fact, SEC regulations require companies to give
everyone the same data at the same time. Second, analysts often develop a closeness with
companies and their executives that clouds their objectivity. And third, of course, any
insight analysts may have is distributed widely so as to enter the public domain and
quickly be reflected in market prices.

My bottom line on research (as you know): the average analyst isn't much help, and only
a few are far above average — by definition. If you find an astute and independent



analyst, stick with him (or her). Many sophisticated investors have learned to supplement
brokerage house analysis with input from independent research organizations.

Where Does the Buck Stop?

Ours is a free market. If undeserving (or crooked) companies get capital they
shouldn't, the responsibility ultimately falls to the providers of equity capital. ['ve
read everything I could on Enron, and yet there's almost no mention that shareholders
may have been remiss.

Sure, the shareholders were victims of what appears to have been organized and pervasive
fraud. But no one can say there weren't warning signs. Shareholders held and bought
Enron stock although they couldn't possibly have thought they understood the financial
statements, or where the profits came from. They held while the top executives were
selling. And they remained unperturbed when the CEO quit without explanation.

And I'm not just talking about individual investors. Al Harrison of Alliance, Enron's
biggest holder, has been quoted as saying he bought on "faith." He even admits, "The
company seemed to be on a deliberate path not to give full information. Shame on me for
not doing something about it." (New York Times, March 3, 2002) Good marks for
candor; not so good for due diligence.

I believe many investors underestimate the difficulty of investing, the importance of

caution and risk aversion, and the need for their active, skeptical involvement in the
process. Caveat emptor. Or as they say on TV, "don't try this at home."

Recap, Ramifications and Reform

As Enron's board committee concluded,

The tragic consequences of the related-party transactions and accounting errors
were the result of failures at many levels and by many people: a flawed idea, self-
enrichment by employees, inadequately designed controls, poor implementation,
inattentive oversight, simple (and not-so-simple) accounting mistakes, and
overreaching in a culture that appears to have encouraged pushing the limits.
(New York Times, February 3, 2002)

These transactions were just one element in the overall Enron picture, but they typify the
malfeasance, laxness, and dereliction of duty that were widespread. I have listed some of
the failings that have been laid to executives, accountants, auditors, directors and analysts.
Fingers also are being pointed at commercial bankers, investment bankers, rating
agencies, lawyers, politicians and regulators. Virtually no one has come away unscathed.



Around the time the Enron disclosures reached their peak, contagion seemed ready to
sweep the market. Tyco and other companies with "accounting issues" saw their stocks
collapse. Whereas investors generally placed too much faith in companies in the late
1990s, now they have become highly skeptical, perhaps unduly so. As a friend described
it, "A few years ago, if management said 'we'll make $5 billion,' investors swallowed it
whole. Today if a CFO says 'we have $175 million in cash,' investors ask 'how do we
know that's true?"'

We've read about the risk of a widespread loss of investor confidence. Allusions have
been made to the corrupt practices of the 1920s and the fact that the resulting
disillusionment had a lot to do with the stock market's doldrums in the following decade.
Arthur Levitt, the last SEC Chairman, testified on Enron that, "What has failed is nothing
less than the system for overseeing our capital markets." (Newsweek, February 4, 2002)

As The New York Times wrote on February 10, "The outcome will depend largely on
how long the Enron collapse holds the attention of Washington and the public, and on
whether once-elevated companies also come to be seen as houses of cards kept standing
by financial sleight of hand." The good news is that no epidemic seems to have taken
hold. People have been willing thus far to view Enron as an isolated example of
management run wild.

That doesn't mean there won't be a spate of regulation and reform. That's what Pecora's
disclosures produced, and there's no reason it won't happen again. The Enron story
remains telegenic and political, and that makes it grist for Washington's mill. And I
certainly don't mean to suggest that some reform isn't needed.

Here are just a few of the ideas that have surfaced (their presence here absolutely does not
indicate my endorsement of them):

On the accounting process: regulate "special-purpose entities" and "off-balance sheet
partnerships"; require that option grants be an expense against profits; specify broad
principles for disclosure, not just technical rules; let the federal government set
accounting standards.

On auditors: prohibit or limit non-audit work; make auditor hiring, firing and
compensation the province of the board, not management; require increased commentary
in auditors' opinion letters; enact term limits for auditing firms; restrict the movement of
personnel from audit firm to client; end self-policing by the profession, substituting an
outside body; increase "teeth" in disciplinary process regarding auditors; consider
restoring civil liability for auditors (and lawyers) who "aided or abetted" a violation of
securities law (eliminated by Supreme Court in 1994).

On banks: revive the Glass-Steagall Act separating commercial banking and investment
banking (ironically, this law was one of the prime outgrowths of Pecora's investigations,
and its key provisions were repealed just over two years ago); require disclosure of
contingent liabilities and reserves against them (banks that had committed to lend to



Enron while it was rated investment grade were taken up on their offer when the credit
rating collapsed).

On brokerage house analysts: prohibit compensation tied to investment banking business;
require disclosure of the derivation of analysts' pay, and of all fees received from the
subject company; restrict analysts' trading in recommended stocks; require full disclosure
of firms' and analysts' holdings and trading in those stocks; separate brokerage and
research activities from investment banking.

On 401 (k) plans: limit investment in company stock; ease restrictions on sales of
company stock; require notice before a moratorium on participants' changes goes into
effect; improve reporting and participant counseling.

On companies, executives and directors: impose penalties for misleading financial
statements; punish carelessness, not just fraud; require increased disclosure, especially
regarding transactions with affiliates and insiders; put controls on the use of "creative"
accounting concepts such as adjusted pro forma earnings; eliminate personal
indemnification in cases of misleading financial statements.

On the SEC: review disclosure regulations; increase power to suspend or bar unethical
executives or directors from working at public companies; require quicker, perhaps on-
line reporting of insider trades (now not required until month-end), including sales back
to the company (now not required until the next year); increase the SEC's budget so that it
can hire and retain staff and increase enforcement activity.

On politicians: enact campaign finance reform (it might be on the way); require reporting
of lobbyists' contacts; limit lobbyists' role in drafting legislation.

This vast laundry list of possible solutions suggests (a) the magnitude of the problem
indicated by Enron and (b) the eagerness of government to ride to the rescue. Some
changes will be made, but the belief that the problem isn't widespread should limit their
scope.

What's the bottom line, then? The real lessons from Enron, in my opinion, are these:

e As long as there are disclosure rules — and that's forever — there'll be "technically
correct" statements that leave investors in the dark. In order to get numbers with
integrity, you need people with integrity.

e Rules are just the first building block in creating a safe market. We also need
compliance and enforcement, neither of which will ever be 100%. Even though it’s
the best in the world, our system for corporate oversight is far from perfect. The
collective power of directors, auditors and regulators to protect shareholders withers
in the face of serious corporate corruption. It's amazing what con men can get away
with for a while.



As Enron's complex, questionable transactions indicate, the people looking for holes
in the rules are often highly motivated, well financed and well advised. Those whose
job it is to plug the loopholes are often over-matched, and their efforts to do so
usually amount to a holding action. The furor over Enron's accounting shows that we
need the ability to insist on adherence to general principles and punish those who
violate them.

Security analysis and knowledgeable investing aren't easy. Investors must be alert for
fuzzy or incomplete information, and for companies that don't put their interests first.
They must invest only when they know what they don't know, and they must insist on
sufficient margin for error owing to any shortcomings.

We all must watch out for unintended consequences, and that's especially true when
promulgating regulations. Accounting rules and option programs were created with
the best of intentions, but in the extreme they led to Enron's noxious transactions and
counterproductive incentives. It'll be no less true the next time around.

I apologize for the length of this memo, but the Enron matter is so sweeping and multi-
faceted that I found it inescapable. It is my aim here to shed light, not to recount events. I
hope you'll find it interesting and of use.

March 14, 2002
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Memo to: Oaktree Clients

From: Howard Marks

Re: The Realist's Creed

Early this year, | was asked to write an article for "Trusts & Estates" magazine. Here it is,
in part cobbled together from things I've written in the past, and slightly changed from the
version that was published in April.

The editors wanted me to recommend a course of investment action for beneficiaries and
their fiduciaries. To most people that means deciding how much to put into stocks and
bonds (and which ones), and whether private equity and hedge funds should be included.
It usually sounds easy: all you have to do is make a few simple judgments about the
future. I decided to write a very different article: it's going to tell you how hard investing
is, and how you can best equip yourself for the task.

First, I think investing must be based on a firmly held belief system. What do you
believe in, and what do you reject? Put another way, what are the principles that will
guide you?

For me, the starting point consists of deciding which approach to take in dealing with the
future. That decision primarily revolves around choosing between two polar opposites:
what I call the "I know" school and the "I don't know" school.

Most of the investment professionals I've met over my 33 years in the industry fall
squarely into the "I know" school. These are people who believe they can discern what
the future holds, and in their world investing is a simple matter:

First you decide what the economy is going to do in the period under consideration.
Then you figure out what the impact will be on interest rates.

From this you infer how the securities markets will perform.

You choose the industries that will do best in that environment.

Y ou make judgments about how the industries' companies will fare in terms of profits.
Based on all of this information, you pick stocks that are bound to appreciate.

End of story. Of course, the usefulness of this approach depends entirely on people's
ability to make these decisions correctly. What if you're wrong about the economy?
What if you're right about the economy but wrong about its impact on a company's
profits? Or what if you're right about profits but the valuation parameters contract, and
thus the price? The bottom line is that the members of this school think these things are
knowable. I know lots of people who are perpetually and constitutionally optimistic
about both the long-term future for stocks and their ability to make these judgments
correctly.



On the other hand, I and most of the investors with whom I feel an affinity belong to the
"I don't know" school. In short, (1) we feel it's impossible for anyone to know much
about a vast number of things, (2) we consider it especially difficult to outperform by
guessing right about the direction of the economy and the markets, (3) we spend our time
trying to know more than the next person about specific micro situations, and (4) we think
more about what can go wrong than about what can go right. In contrast to the "I know"
school, people in this group are more cautious and feel a strong need for downside
protection.

Sticking to this approach requires some solid building blocks. One of those is
contrarianism. Basically that means leaning away from the direction chosen by most
others. Sell when they're euphoric, and buy when they're afraid. Sell what they love, and
buy what they hate. In general, I think you'll find few bargains among the investments
that everyone knows about, understands, feels comfortable with, is impressed by and is
eager to own. Instead, the best bargains usually lie among the things people aren't aware
of, don't fully understand, or consider arcane, unseemly or risky.

Closely related to contrarianism is skepticism. It's a simple concept, but it has great
potential for keeping investors out of trouble: If it sounds too good to be true, it
probably is. That phrase is always heard after the losses have piled up — be it in
portfolio insurance, "market neutral" funds, dot-coms, or Enron. My career in money
management has been based on the conviction that free lunches do exist, but not for
everyone, or where everyone's looking, or without hard work and superior skill.
Skepticism needn't make you give up on superior risk-adjusted returns, but it should make
you ask tough questions about the ease of accessing them.

Thus I also advocate modest expectations. To shoot for top-quartile performance every
year, you have to hold an idiosyncratic portfolio that exposes you to the risk of being
outside the pack and dead wrong. It's behavior like that that leads to managers being
carried off the field when things go poorly — and to clients losing lots of money. It's far
more reasonable just to try for performance that's consistently a little above average.
Even that's not easy to achieve, but if accomplished for a long period it will result in an
outstanding track record.

I think humility is essential, especially concerning the ability to know the future. Before
acting on a forecast, we must ask whether there's good reason to think we're more right
than the consensus view already embodied in prices. I think it's possible to get a
knowledge advantage with regard to under-researched companies and securities, but only
through hard work and skill.

Finally, I'm a strong believer in investing defensively. That means worrying about what
one may not know, about what can go wrong, and about losing money. If you're worried,
you'll tend to build in greater margin for error. Worriers gain less when everything goes
right, but they also lose less — and stay in the game — when things return to earth. All of
Oaktree' s activities are guided more by one principle than any other: if we avoid the
losers, the winners will take care of themselves. We're much more concerned about



participating in a loser than we are about letting a winner get away. In my experience,
long-term investment success can be built much more reliably on the avoidance of
significant losses than it can on the quest for outsized gains. A high batting average, not a
swing-for-the-fences style, offers the most dependable route to success.

Second, I'd advise you to approach the entire subject of forecasts and forecasters
with extreme distrust. Reduced to the absolute minimum, investing consists of just one
thing:

Making judgments about the future. And the future is inherently uncertain. Everyone
looks for help in dealing with this uncertainty, and their usual recourse is to put faith in
forecasters. How could they not? Most forecasters are highly articulate, represent
prestigious institutions, and exude total confidence in their knowledge of the future.

The problem, however, is that they're not often right, or at least not consistently more
right than others. And almost never do they (or anyone else) record and assess their
accuracy over time. Here's the way I view the forecasting game.

e There are hundreds, or more likely thousands, of people out there trying to predict the
future, but no one has a record much better than anyone else. Given how valuable
superior forecasts can be, recipients should wonder why anyone who was capable
of consistently making them would distribute them gratis.

e Market prices for assets already incorporate the views of the consensus of forecasters.
Thus holding a consensus view, even if it's right, can't help you make above-average
returns.

e Non-consensus views can make you a lot of money, but to do so they must be right.
Because the consensus reflects the forecasting efforts of a large number of intelligent
and informed people, however, it's usually the closest we can get to right. In other
words, I doubt there's anyone out there with non-consensus views that are right
routinely.

e Most of the time, the consensus forecast extrapolates current observations. Predictions
for a given parameter usually bear a strong resemblance to the level of the parameter
prevailing at the time they're made. Thus predictions are often close to right when
nothing changes radically, which is the case most of the time, but they can't be counted
on to foretell the important sea changes. And as my friend Ric Kayne says,
"everything important in financial history has taken place outside of two standard
deviations." It's in predicting radical change that extraordinary profit potential exists.
In other words, it's the surprises that have profound market impact (and thus
profound profit potential), but there's a good reason why they're called surprises:
it's hard to see them coming!

e [Each time a radical change occurs, there's someone who predicted it, and that person
gets to enjoy his fifteen minutes of fame. Usually, however, he wasn't right because



of a superior ability to see the future, but rather because he regularly holds extreme
positions (or perhaps he's a dart thrower) and this time the phenomenon went his way.
Rarely if ever is that person right twice in a row.

So forecasts are unlikely to help us gain an advantage, but that doesn't make people stop
putting their faith in them. It's unsettling to realize how much in the dark we investors are
concerning future developments. But there's one thing worse: to ignore the limits of our
foresight. The late Stanford behaviorist Amos Tversky put it best: "It's frightening to
think that you might not know something, but more frightening to think that, by and
large, the world is run by people who have faith that they know exactly what's going
on."

Third, I think it's essential to remember that just about everything is cyclical.
There's little I'm certain of, but these things are true: Cycles always prevail eventually.
Nothing goes in one direction forever. Trees don't grow to the sky. Few things go to zero.
And there's little that's as dangerous for investor health as insistence on
extrapolating today's events into the future.

The economy will not rise forever. Industrial trends won't continue indefinitely. The
companies that succeed for a while often will cease to do so. Company profits won't
increase without limitation. Investor psychology won't go in one direction forever, and
thus neither will security prices. An investment style that does best (or worst) in one
period is unlikely to do so again in the next.

That was really the problem with the technology bubble. Investors were willing to pay
prices that assumed success forever. They ignored the economic cycle, the credit cycle
and, most importantly, the corporate life cycle. They forgot that profitability would bring
imitation and competition, which would cut into — or eliminate — profitability. They
overlooked the fact that the same powerful force that made their companies attractive —
technological progress — could at some point render them obsolete. And they failed to
consider that the investing fads in favor of these technologies, companies and stocks
could reverse, with dire consequences.

Fourth, investors should bear in mind the role played by timeframe. It seems
obvious, but long-term trends need time in order to work out, and time can be limited. Or
as John Maynard Keynes put it, "Markets can remain irrational longer than you can
remain solvent." Whenever you're tempted to bet heavily on your conviction that a given
phenomenon can be depended on in the long run, think about the six-foot tall man who
drowned crossing the stream that was five feet deep on average.

One of the great delusions suffered in the 1990s was that "stocks always outperform." 1
agree that stocks can be counted on to beat bonds, cash and inflation, as Wharton's Prof.
Jeremy Siegel demonstrated, but only with the qualification "in the long run." If you have
thirty years, it's reasonable to expect equity returns to be superior to those on bonds. For
someone with a thirty-year timeframe, the NASDAQ's decline since 2000 may turn out to
be a matter of indifference. But it hasn't felt that way to the people holding the stocks.



The need for time came into play in another way for the technology and
telecommunications entrepreneurs. Many raised the money they needed for a year or two
and proceeded to burn it up. They counted on being able to raise more later, but in 2000-02
capital has been denied even to worthwhile ideas. Lots of companies never got the chance
to reach profitability. They simply ran out of time.

Fifth, you must never forget the key role played by valuation. Investment success
doesn't come primarily from "buying good things," but rather from "buying things well"
(and the difference isn't just grammatical). It's easy for most people to tell the
difference between a good company and a bad one, but much harder for them to
understand the difference between a cheap stock and an expensive one. Some of the
biggest losses occur when people buy the stocks of great companies at too-high prices. In
contrast, investing in terrible companies can produce huge profits if it's done at the right
price. Over time, investors may shift their focus from dividend yield to p/e ratio, and they
may stop looking at book value, but that doesn't mean valuation can be considered
irrelevant.

In the tech bubble, buyers didn't worry about whether a stock was priced too high because
they were sure someone else would be willing to pay them more for it. Unfortunately,
this "greater fool theory" only works until it doesn't. They also thought the technological
developments were so great that the companies' stocks could be bought regardless of
price. In the end, though, when newness becomes old, flaws appear and investor ardor
cools, the only thing that matters is the stock's price . . . and it's usually much lower.

Most shortages — whether of commodities or securities — ease when high prices inevitably
cause supply to rise and satisfy the demand. And no fad lasts forever. Thus valuation
eventually comes into play, and those who are holding the bag when it does are forced to
face the music.

Sixth, beware the quest for the simple solution. Two important forces drive the search
for investment options: the urge to make money and the desire for help in negotiating the
uncertain future. When a market, an individual or an investment technique produces
impressive returns for a while, it generally attracts excessive (and unquestioning)
devotion. I call this solution-du-jour the "silver bullet."

Investors are always looking for it. Call it the Holy Grail or the free lunch, but everyone
wants a ticket to riches without risk. Few people question whether it can exist, or why it
should be available to them. At the bottom line, hope springs eternal. Thus investors
pursued Nifty-Fifty growth stock investing in the 1970s, portfolio insurance in the '80s, and
the technology boom of the '90s. They aligned themselves with "geniuses" they thought
would make investing easy — be it Joe Granville, Elaine Garzarelli or Henry Blodgett.

But the silver bullet doesn't exist. No strategy can produce high rates of return without
risk. And nobody has all the answers; we're all just human. Markets are highly
dynamic and, among other things, they function over time to take away the



opportunity for unusual profits. Unskeptical belief that the silver bullet is at hand
eventually leads to capital punishment.

Seventh, you must be aware of what's going on around you in terms of investor
psychology. I don't believe in the ability of forecasters to tell us where prices are going,
but an understanding of where we are in terms of investor psychology can give us a hint.
When investors are exuberant, as they were in 1999 and early 2000, it's dangerous. When
the man on the street thinks stocks are a great idea and sure to produce profits, I'd watch
out. When attitudes of this sort make for stock prices that assume the best and
incorporate no fear, it's a formula for disaster.

I find myself using one quote, from Warren Buffett, more often than any other: "The less
prudence with which others conduct their affairs, the greater prudence with which
we should conduct our own affairs." When others are euphoric, that puts us in danger.
When others are frightened and pull back, their behavior makes bargains plentiful. In
other words, what others are thinking and doing holds substantial ramifications for you.
And that brings us full circle to the importance of contrarianism.

% % %

I've cataloged above the "mental arsenal" I feel is needed in the battle for investment
success. ['ll proceed below to illustrate the application of some of these concepts to two
key asset classes: common stocks, the grand-daddy of all active investments, and hedge
funds, a much smaller area that is in the process of attracting a lot of attention (and
capital).

Common stocks — Among the mantras that were repeated in the past decade, few
received as much credence as "stocks outperform." Wharton's Professor Jeremy Siegel
documented in his book, "Stocks for the Long Run," that equities have beaten bonds, cash
and inflation over almost all long periods of time. In fact, his graph of the movements of
the stock market since 1800 looks like a straight line rising from lower left to upper right.
Evidence like this allowed people to invest heavily in the stock market while continuing
to sleep well. Little did they know that the price gains that made them feel so sanguine
about their positions were dramatically increasing their risk.

I am a great believer in common stock investing, but I hold tight to a few caveats:

e Return expectations must be reasonable.
e The ride won't be without bumps.
e [t's not easy to get above-market returns.

We live in the world's most productive economy, under a very effective capitalist system,
at a wonderful point in time. In general, it's great to own productive assets like
companies and their shares. But occasionally, people lose track of the fact that in the
long run, shares can't do much better than the companies that issue them. Or to



paraphrase Warren Buffett, when people forget that corporate profits grow at 8 or 9% per
year, they tend to get into trouble.

It's never clear what base period makes for a relevant comparison, but between 1930 and
1990, annual returns from stocks averaged about 10% year. Periods when they did better
were followed by periods when they did worse. The better periods were usually caused
by the expansion of p/e ratios, but valuations tended to return from the stratosphere, and
in the long run, returns roughly paralleled profit growth.

There always will be bull markets and bear markets. The bull markets will be welcomed
warmly and unskeptically, because people will be making money. These markets will be
propelled to great heights, usually by the rationalization that "it's different this time"; that
productivity, technology, globalization, lower taxation — something — has permanently
elevated the prospective return from stocks.

The bear markets will come as a shock to the unsuspecting, demonstrating that, most of
the time, the world doesn't change that much. For example, when you look at Siegel's
200-year straight-line stock market graph, no hiccup is visible in 1973-74. Try telling
that to the average equity investor, who lost half his money.

The bottom line is that risk of fluctuation always is present. Thus stocks are risky unless
your time frame truly allows you to live through the downs while awaiting the ups.
Remember what Lord Keynes said about the ability of markets to remain irrational for
long periods of time. And remember that it's possible for you to be forced to sell at the
bottom — by emotions, competitive pressure or the need for liquidity — turning temporary
volatility (the theoretical definition of risk) into very real permanent loss.

In order to get more out of the ups of stocks and try to lessen the pain of the downs, most
people turn to active management via market timing, group rotation, industry emphasis
and stock selection. But it's just not that easy. The American Way — earnestly applying
elbow grease — doesn't often payoff. For a model, don't think about the diligent
paperboy on his route; think about trying to profit from flipping a coin.

I say that because I believe most markets are relatively "efficient," and that certainly
includes the mainstream stock market. Where large numbers of investors are aware of an
asset's existence, have roughly equal access to information and are diligently working to
evaluate it, the market operates to incorporate their collective interpretation of the
information into a market price. While that price is often wrong, very few investors are
capable of consistently knowing when it is, and by how much, and in which direction.

The evidence is clear: most investors underperform the market. They (a) can't see the
future, (b) make mistakes that keep them at a disadvantage, (c) accept high risk in their
effort to distinguish themselves, and (d) spend money trying (in the form of market
impact and transaction costs).



Of course, there are individuals who beat the market by substantial margins, and
they become famous. The mere fact that they attract so much attention proves how
rare they are. (That's the meaning of the adage "it's the exception that proves the rule.")
Adding to return without adding commensurately to risk requires rare understanding of
how money is made and what constitutes value. Far more managers promise it than
deliver.

Most active managers go through times when their biases or their guesses lead them to do
things that beat their assigned benchmark, which they attribute to their skill, and times
that are the opposite, which they attribute to being blindsided by the unforeseeable (or to
some defect in the benchmark). But these are two sides of the same coin, and in the long
run the average manager adds little. Usually, active management will not allow you to
beat the stock market, or to enjoy the fruits of the market without fully bearing its risk.

How do I view the outlook for stocks? The period since I started managing money in
1978 has been incredible. There were a few bad days and quarters, but through 1999
there wasn't a single year when the S&P 500 lost 5%. From 1978 through 1999, the
return on the S&P 500 averaged 17.6% per year. That rose to 20.6% for 1991-99 and
28.3% for 1995-99. I doubt there's ever been a better 22-year run; to ask for more would
be just plain piggish. But I don't think it'll be anything like that in the years just ahead,
and of course there's been a considerable correction already.

The observers I most respect foresee single digit average returns for common stocks, and
I agree. Equity returns have three components: profit increase, multiple expansion and
dividend yield. The last is minimal and the second can't be counted on from here. So that
means we're down to the rate of increase in corporate profits, which is likely to be in
single digits. Single digit returns would be below the historic average, but after such a
great 22-year run, a little less wouldn't be unreasonable.

Hedge Funds — Perhaps because they were new to the market, many who participated in
the equity boom of the late 1990s were surprised by the suddenness with which their
profits evaporated in the subsequent correction. Now they're looking for a new path to
profit without risk, and many think they've found it in hedge funds. Their reasons for
migrating include the good performance of hedge funds, especially amid the recent chaos,
and the modest prospective returns available in the mainstream stock and bond markets.

First, how about a definition. Generally speaking, a hedge fund is an unregulated, private
investment partnership whose manager receives a percentage of the profits. To "hedge" is
to intentionally include positions that can be depended on to move counter to each other
under most circumstances, and thereby to mitigate exposure to developments in the
environment. "Hedge fund" is a misnomer for many of today's funds, however, because
unlike the days when the term first arose, hedging has become far from universal.

The funds I'm interested in do hedge. They're designed to systematically take advantage
of market inefficiencies and to capture managers' skill while limiting susceptibility to
market fluctuations. Arbitrage, long/short, hedge and market-neutral strategies fall into



this category. Most strive to earn returns in the teens on a consistent basis, with relative
indifference and insensitivity to the performance of the mainstream markets. If they can
do it, they're a great idea.

Today, hedge funds, also sometimes called "absolute return" funds, are being promoted
heavily by brokerage firms, mutual fund organizations and investment advisers and
popularized by the media. They are in the process of becoming the next investment fad.
And there's good reason why they should. Especially given the weak competition I see
coming from mainstream investment media like stocks, an appropriate mantra for the
coming decade might be "low double digits ain't bad." If you can identify investment
managers who possess enough skill to consistently deliver such returns, you should hire
them. And there's a better-than-average chance they'll be found in the hedge fund arena,
where the managers get to share in the profits.

However, a few caveats are in order:

e Expectations still must be reasonable. Investors must realize that very few
managers are truly capable of earning before-fee returns of 12% or 15% steadily and
with low correlation to the mainstream markets. Anything approaching 20% is
Herculean.

e Most returns really won't be "absolute." I have seen lots of "hedge funds" and
"market neutral funds" drop precipitously. That's because it's unusual for portfolio
returns to be entirely divorced from their environment. "Zero correlation" with the
market is rarely attainable; "low correlation" may have to suffice.

e Money flows will play a big role. In general, the good records have been built on
small amounts of money. And those records will attract large amounts of money.
There are several consequences.

First, records simply may not be capable of extrapolation. To handle more money, a
manager may have to invest faster, reduce selectivity, put more dollars into each
position, put on a larger number of positions, broaden the fund's range of
activities, and/or add new staff members. All of these can have negative
implications for returns.

Second, many of the best managers with skill and discipline are already closed to new
money, or will reach the point when they are. Thus in the extreme, as Groucho Marx
would have put it, "I would never invest my money with anyone who'd take it."

And third, when there's too much money in an area, even funds that are closed can be
affected. Long-Term Capital Management found others emulating its trades and
eventually lost its opportunity because too much money had piled into its niches.

e The wrong people will get money. The rush to invest in an area gives money to
managers who shouldn't get it. When the best are closed, the rest will be funded.



Second-string managers will split off from established groups and get money based on
their old fund's record (regardless of how much of it they were responsible for). Thus,
as the amount of money in the area rises, the average quality of the managers may
fall.

e Fees can eat up skill. When the demand for funds outstrips supply, fund managers
have the ability to raise fees and thereby appropriate for themselves a larger portion of
their funds' returns.

¢ Disappointments will be many. Due to the factors enumerated above, the next few
years will see many investors fail to get what they hoped for . . . as usual. One of my
favorite sayings is ""what the wise man does in the beginning, the fool does in the
end." Over the last 20-30 years, a few talented hedge fund managers built successful
records with relatively small amounts of capital. I believe the period ahead will see
lots of people raise more than they should; thus it will have to be navigated with care.

All investment trends run a high risk of being carried to extremes. (For a shining
example, take a look at venture capital in 2000.) Despite this, I think absolute return
investing deserves your attention. But you should commit only after a lot of investigation
and with your eyes wide open. Remember, there is no such thing as a silver bullet.

* * *

The main thing I've tried to indicate here is that investing isn't easy. Or better put,
superior investing isn't easy. It's easy to do average. In fact, there are vehicles — index
funds — that exist for the explicit purpose of delivering average performance at low cost,
and they are completely capable of doing so.

But most people want to do better than the average. They want higher returns, and
achieving higher returns without assuming commensurately higher risk is the hard part.

It's easy to make guesses about the future but hard to be consistently more right in those
guesses than your fellow investor, and thus hard to consistently outperform. Doing the
same thing others do exposes you to fluctuations that in part are exaggerated by their
actions and your own. It's certainly undesirable to be part of the herd when it stampedes
off the cliff, but it takes rare skill, insight and discipline to avoid it.

The thing I'm surest of is that the solution doesn't lie in making guesses about the big-
picture future. Rather, it lies with investors who possess skill, insight and discipline.
There are times when they'll underperform — times like 1998-99, when aggressiveness
was rewarded far more than caution. But if you can find those people, you should stick
with them. For me, the laundry list of their desired characteristics is clear:

e adherence to the "I don't know" school of thought
e contrarianism, skepticism, modest expectations, humility and defensiveness
e ceschewing of macro forecasts



attention to the cyclical nature of things
consciousness of timeframe

concentration on valuation

disdaining the hunt for the silver bullet
awareness of prevailing investor psychology

You can go with opinions about the future. Everyone's got them, and what they call for in
terms of investment behavior usually is obvious. In other words, the "I know" school
makes investing sound easy — although in my opinion it's not often right.

Or you can join me in the "I don't know" school, where you must:

e face up to the uncertainty that surrounds the macro future;

e concentrate on avoiding pitfalls;

e invest in a few areas of specialization based on in-depth analysis, conservatively
estimated tangible values and modest purchase prices; and

e be prepared for returns that trail the risk-takers when markets are hot.

This may be the less common path, and certainly the less rosy, but it's the one I'd
much rather count on for success in the long run.

May 31, 2002
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Memo to: Oaktree Clients
From: Howard Marks

Re: Quo Vadis?

Leon Uris turned the question "Quo Vadis?" into a book title. Everyone wants to know.
Where do we go from here? What's in store for the market?

... for all the drama, yesterday's seesaw trading failed again to give investors the
one thing they needed most: a clear picture of where the stock market is headed.
Many on Wall Street had been hoping for some kind of resolution yesterday —
either a significant drop that would wash out the selling, or a significant recovery.
Instead, stocks bounced in both directions, as optimists battled the pessimists.
(Wall Street Journal, July 24, 2002)

I include this paragraph because it communicates a great deal in just a few words. It
makes clear how much investors hunger for an indication of what lies ahead. It shows
how inconclusive anyone day's evidence can be. And, most importantly, to me it hints at
the sheer folly of this quest for an omen. There's no such thing as a conclusive sign,
and there never will be. The future will always remain a mystery — and this is even
more true for short-term fluctuations than for long-term trends. Nothing in the
market's movement one day tells us anything about what it'll do the next. Most of
the time people will conclude that they have no idea what lies ahead. And once in a
while they'll feel they do (as in 1999) and likely be wrong.

I know my views on the market's direction aren't worth betting on. But while I can't tell
you what lies ahead, perhaps I can be of service in my usual way, by marshalling the
arguments on both sides and giving you my take on them.

Starting Point

This attempt to provide insight into the market's future course should be understood in
light of a few caveats. The most important are these:

First, we are living through the most extreme boom-bust episode of my 33-year
investment career and, I think, the most extreme since the Roaring Twenties and
subsequent market crash. The magnitude and craziness of the bull market and tech-
media-telecom bubble of the 1990s dwarfed every up-leg I've seen, and the correction that
started 28 months ago already ranks with the greatest down-legs. Thus all bets for
"normalcy" are off. A huge decline like we've had doesn't necessarily create bargains if
preceded by a huge advance.



Second, no one knows what the future holds, especially in the short term. The
movements of markets are primarily determined not by physical laws, but by the
reaction of emotional humans to developments in their environment. These
reactions are well beyond accurate prediction. The fraternity of would-be forecasters
consists of people who've been right once or twice, giving them credibility, and people
who've never been right. None of them has a high probability of being right this time.

Third, the market's "observable historic patterns" (a) are very inconsistent and (b) have
been derived from a small number of observations over a period of just a century or so
under widely varying circumstances. Thus these historic patterns are of very limited
relevance in predicting this market's next move.

Last, I want to admit that, as usual, my analysis is likely to overweight the negatives and
the rebuttals to the positives. I've been cautious for a long time — in fact, [ don't
remember ever having written a bullish piece on stocks — and this memo is unlikely to be
any different. There are "horses for courses," and I admit it: I'm usually going to cost you
money on the upside.

Taken together these caveats mean that very little trust, if any, should be put in any
market prediction — especially mine.

Positive Arguments

One of the strongest arguments for buying now cites the market's departure from one of
those historic patterns referred to above. The New York Times stated it clearly on July 21:

Using history as a guide, the stock market should be higher now than it was a year
ago. Since 1948, six months after a recession's trough, stocks have jumped an
average of 24 percent from the previous year. But at the end of June, six months
from the recession's probable end, stocks were down 18% from last year. That
means the market has underperformed its typical post-recessionary move by
40 percentage points. [Emphasis added]

Supporting this is the widespread and not unreasonable belief that the economy is no
longer in decline and a modest recovery is underway. While it is difficult to identify
many pockets of great strength in the economy, there is no evidence that the aggregates
are still trending down.

Buttressing the economic outlook are recent movements in currency exchange rates. The
dollar has stopped appreciating relative to other currencies and in fact has moved 10%
lower. This means, for example, that it now takes fewer euros to buy a dollar and more
dollars to buy a euro. Thus, everything being equal, U.S. goods are now cheaper than
foreign goods. This should serve to increase U.S. manufacturers' sales to Americans and
foreigners alike.



The improving environment seems to have taken the downward pressure off profits and
slowed the flow of earnings disappointments. As reported by the Wall Street Journal on
July 22, "Nobody wants to hear it, but companies are beating their numbers again . . . Of
the 208 companies from the S&P 500 that have reported [midyear results] so far, 58%, or
120 companies, earned more per share than analysts had estimated . . . Only 14%, or 29
companies, have missed estimates." (Bear in mind, however, that "earnings ahead of
estimates" is not necessarily the same thing as "earnings ahead of last year." This data
could simply mean that the comparisons are against estimates that had become too
pessimistic.)

I see technical indicators that are encouraging. There are a number of signs that optimism
is being wrung out of the market and fear is replacing greed. For example, when the Dow
fell 390 points on Friday, July 19, the NYSE saw:

new lows outnumber new highs by almost fourteen to one (386 vs. 28),

more than three times as many stocks decline as advance (2,467 vs. 766),

all of the 30 Dow Industrial stocks decline, and

an all-time record number of shares change hands (2.63 billion shares, only to be
exceeded in the rally of July 24).

In addition, there have been several days this year when 80% or 90% of the trading
volume took place on downticks, and cash outflows from equity mutual funds have been
substantial.

Certainly investor behavior has turned bearish. Selling sometimes seems indiscriminate.
Every better performing group gets its turn in the barrel. The value stocks that
outperformed for the last two years are sharing the pain of the growth stocks. It seems
there's no place to hide. Investors complain that they can't take it and have started to
throw in the towel. Maximum panic usually coincides with minimum prices. Thus
these may be signs that capitulation, the exhaustion of selling, and a bottom are near.

Negative Arguments

On the other hand — as any good politician would say — there are counter-arguments to
many of the above, and a large number of additional negatives to be considered.

In my opinion, just as the strongest positive is seen in the failure of the market to reflect
the ending of the recession, I think the counter to that — and the strongest negative — lies
in the matter of valuation. In short, the fact that stocks are down since the end of the
recession, and down a great deal from their peak, doesn't mean they're cheap. In
fact, most rumination on the market's future direction touches on the correction, investor
psychology and the economy, but not whether stocks are rich or cheap, always a difficult
subject to plumb.



The impact of a decline must be gauged in light of its starting point. Stocks ended up
cheap after the S&P's 1973-74 decline of 48%, but that's because the average P/E ratio
started in the high teens and ended in single digits. Thus this correction's 45% decline
doesn't necessarily have equal import, given that it started and ended with an average P/E
ratio above 20!

Of course, a case continues to be made that stock valuations are attractive (or, more
typically, "are not unattractive") because of the low level of interest rates. Low rates raise
the discounted present value of a given stream of future cash flows, and they reduce the
competition that stocks face from bonds. As I see it, much of the case for the fairness
of valuations today rests on the view that low prospective returns on stocks are
reasonable given the low prospective returns on fixed income instruments. Maybe
this makes stocks cheap at today's P/E ratios, but I don't consider it much of a
positive. Further, in order for interest rates to continue to render stocks attractive, they
must stay low. But low rates presuppose low levels of economic growth, demand for
capital, and inflation. Are these the arguments on which to build a bullish case?

There's also a strong counter-argument regarding economic recovery. As stated by Jan
Hatzius, the senior economist at Goldman Sachs, it goes as follows:

Unfortunately, the effect [on the economy] of the stock market's sorry
performance has yet to be felt. . . Normally, when you get a big stock market
setback, consumers have a harder time getting credit. But there are more
alternative sources of credit for consumers now and the Fed is very eager to keep
access to credit good. . . Once consumers realize that the stock market will no
longer bolster their savings, they will rein in spending and start setting aside more
income. That will be a big negative for consumer spending, the only area of the
economy that has been strong. (NY Times, July 21, 2002)

Certainly with about $7 trillion of equity value having been erased since the
market's peak in March 2000, investors are sure to be feeling a lot poorer, and thus
there is reason to question the longevity of strong consumer spending. Bulls often
touted the "wealth effect" in 1998-99, but we hear much less about it these days. Yet
concern that consumers will cut spending is one of the reasons there is fear of a double-
dip recession.

And the negative ramifications aren't likely to be limited to consumers. Corporations will
feel their share of pain from the market's decline. First, they may have to come up with
cash for contributions to pension funds, and there may come a time when they will no
longer be able to augment income with "actuarially assumed" investment returns that
aren't occurring. Second, lower asset values may shed doubt on the billions of dollars of
acquisition goodwill now present on balance sheets. Third, the prevalence of out-of-the-
money options — and the negative recent experience with them — may make employees
clamor for cash compensation, with negative implications for net income and cash flow.
In this environment, corporations may have a lower propensity toward capital spending.



Governments at all levels also are likely to see their revenues decline. The Federal
government will run deficits, (the end of which was one of the factors lifting the market
in the late 1990s), and the states and cities will cut back on spending, with a retarding
effect on the economy.

If both individuals and institutions have less cash to invest and less willingness to part
with it, our reliance on foreign capital is likely to become clearer. But with foreign
investors no longer feeling they can count on the dollar to be worth ever-increasing
amounts of yen or euros, inflows of those currencies for dollar investments are less
dependable. The implications for security prices and capital formation are obviously
negative. And questions about our system's integrity and transparency can't help.

Beyond the fundamentals of economy and valuation, there are a vast number of
psychological factors to be considered:

e Of course, cynicism prompted by corporate misdeeds tops the list. Who'll invest in
the face of the corruption at "all these companies"? How many investors realize that
the dishonest acts have been limited to a handful of firms? Or that there is a
difference between aggressive accounting and fraud? Who'll believe even the
simplest of management's statements about cash in the bank or the next quarter's
earnings? (By the way, I think the recent exposure itself can be counted on to
produce better corporate behavior. Already companies are scrambling to show they're
clean in terms of accounting, governance, and executive compensation.)

e Certainly the belief in the inevitability of stock market profits has been dispelled.
Who still believes that "stocks can be counted on to beat bonds and cash"? (Okay,
nothing has changed regarding the long run, but investors have learned that living
through a negative short run isn't that much fun.) And who still believes that the
"efficient market" can be relied on to price stocks right? For these reasons, I think
millions who were suckered into investing without the necessary expertise or
awareness of risk will drop out for a while.

e Likewise, the 1999 mantra of buying on dips has been laid to rest. Those who tried it
in the last 28 months have paid a high price for investing on autopilot, and they are
unlikely to rise up and counter the bears' selling any time soon. Sure, stocks will rise
again, but few of the burned investors are worried about missing the first ten percent.

e The leaders that people counted on to make them rich in 1998-99 are gone from the
scene, and no one's likely to win investors' confidence anytime soon. Alan
Greenspan's words no longer have the same soothing effect; now he's blamed for
fostering too much liquidity, too great a market bubble, and then too-high interest
rates. Likewise, investors have learned painfully that bullish statements from analysts
and strategists precede up markets and down markets alike. Without "trusted
advisers" they can count on, investors won't be as quick to jump aboard the next
bandwagon.



e Macro fears still loom in the background, and they gain more credence when people
feel less good about things. The threat of further terrorism, unending violence in the
Middle East, nuclear and biological weapons in the hands of rogue states, and even
Japanese-style deflation — none of these fears can be put to rest conclusively.

Of course, like almost everything else, these psychological factors have two sides.
They're negatives to the extent they contribute to fear and skepticism and thus
discourage buyers. But they're positives if they induce panic selling and take prices
low enough to form a bottom.

Lastly, I think we all should worry about Washington. Where's the political payoff
today? It lies in decrying corruption and calling for extreme reforms. The backlash
against corporate malfeasance I cited in "Learning From Enron" certainly threatens to
become a witch-hunt, raising great risk of tampering with a system that's essentially
sound. Regardless of whether properly motivated or not, the government should not be in
the business of codifying rules in areas such as accounting and compensation.

Foreseeing second-order consequences is difficult, and particularly so for politicians and
regulators. Not only are they often unknowable, but also they exist in the long term,
whereas people in politics are governed by short-term considerations — like getting re-
elected. Capping the price of natural gas was popular, but we saw too late that it keeps
people from drilling. Controlling rents seemed desirable, but no one foresaw that it
would discourage landlords from building housing and renters from moving out. There's
little I'm sure of, but I do believe that if the government establishes rules and procedures
in areas that should be the province of the market, (a) there will be unintended
consequences, and (b) the rules will be much harder to correct than they were to enact.

% % %

I believe strongly that things will not get worse forever. We'll muddle through. Given
the retarding effects of lobbyists and competing political interests, the government
probably won't do anything terribly destructive. The economy will come back. Most
companies will be shown to make real profits, and their securities will turn out to have
value. In other words, the financial world won't come to an end.

As for short-term direction, no one knows which way the market's going to go, or
whether the declines to date are enough to offset the negatives and make this a
bottom. Do the declines to date and the economic recovery that's underway mean we're
at the bottom? Or do the abject disillusionment that investors have suffered and the still-
high P/E ratios mean it won't be reached for a while? The answer rests on the actions of
investors in the coming weeks and months, and that truly defies prediction.



When I think about whether the brouhaha over corporate misdeeds will soon die down, I
worry about the following:

e When the replacement auditors show up at each former Arthur Andersen client, they'll
be bringing their fine-tooth combs. They'll have every incentive to find something
wrong in the previous accounting and absolutely no incentive to say, "Everything was
just fine."

e With or without suggestions from new auditors, every management team will be
motivated to amend its accounting. First, they'll want to join the holier-than-thou
parade. Second, they know choosing a more aggressive accounting treatment will
leave them open to criticism or worse. Last, they are likely to engage in the usual
deck clearing to put costs and restatements behind them, prodded, in particular, by the
requirement that they certify financial statements starting in mid-August. The sum of
this may result in months of additional disclosures and restatements.

e More virtuous accounting practices, including specifics like the expensing of option
grants, are sure to mean lower reported profits than otherwise would have been
reported. You might say investors will look beyond these numbers and perceive the
lower quantity of earnings to be offset by the higher quality. I doubt it. I think the
first-year shift to this new regime could make companies seem generally less
profitable.

e Politicians will keep battling to show who's less tolerant of corruption. Democrats
will pick on Republicans for their closeness to business, and Republicans will strive to
show they're just as tough as Democrats. I think this is overwhelmingly likely to last
through the November elections.

e The media will throw gasoline on the fire as always, rising up in indignation
whenever they detect a sensational story. The stories are too good, the targets are too
rich and attractive, and the rewards for resisting sensationalism are few and far
between. Reporters who were pro-investment and pro-free market just a few years
ago now see the greatest gains in calling for scalps. And I can just hear the talking
heads on CNN and MSNBC saying, "I never liked the stock market anyway."

When I put it all together, I come down, as usual, on the cautious side. I'm not confident
that the excesses of the bull market of 1982-1999 and the enormous tech bubble could
have been corrected in just 28 months. Stocks' current swoon need not go on without end,
but I see fundamental, valuation and psychological problems that will take time to fix.
Maybe there'll be some lackluster years rather than a continuous collapse. It's said the
investors who were burned in the excesses of the 1920s didn't return to the market until
1955 — or was it their kids?

I doubt there'll be a massive revival of the popularity of stocks any time soon, and thus I
wouldn't count on a quick return to performance in line with history. More than ever, I
think non-market-derived, skill-based value added — that is, alpha, not beta — will



hold the key to investment performance. Because owners of capital may not be able
to count on a tailwind like we enjoyed in the 1980s and 1990s, managers with great
skill remain the strongest hope. And in this climate, I'd rather bet on risk control
than risk bearing as the route to superior results.

July 26, 2002
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Memo to: Oaktree Clients

From: Howard Marks

Re: Etorre's Wisdom

My memos evoke a wide variety of reactions. One I hear most often is "where do these
ideas come from?" This memo will serve as a good example: it was inspired by a ride I
took this summer with my son Andrew. That, in turn, reminded me of a clipping that's
been sitting in my files since the early 1970s.

The newspaper article, entitled "The laws that rule frustrating lives," enumerates a dozen
principles that we suspect are at work on our bad days. Here are a few examples:

e Everyone knows the first, Murphy's Law: If anything can go wrong, it will.

e Fewer people, however, are conversant with O'Toole's Commentary: Murphy was an
optimist.

e There's a lot of truth in The Unspeakable Law: As soon as you mention something, if
it's good, it goes away; if it's bad, it happens.

e Every parent of a toddler has seen The Law of Selective Gravity in action: An object
will fall so as to do the most damage.

¢ But the one that's least controvertible is Etorre's Observation: The other line moves
faster.

While I was driving with Andrew he asked, as fifteen-year-olds are prone to, "Dad, why
do you always have to drive in the slow lane? Why don't you switch to that one; it's
moving faster?" As I wound up for a lengthy explanation, I recognized in his comment
the greatest imaginable metaphor for investor behavior.

What is it like to drive on our crowded highways?

e We often sit there, frustrated, watching cars whiz by in the adjacent lane.

e However, if we change to the faster lane, it slows down just as the one we left speeds
up.

e Sometimes a lane-jumper shoots past us, but we know deep down that drivers who
constantly shift from one lane to another are unlikely to reach a given point much
before we do.

I think there are many ways in which the experience of drivers on a crowded highway is
similar to that of investors. I'll touch on them below, and on what I see as the reasons
(and the lessons).

Finding Your Way on an Efficient Highway — Some people find it difficult to understand
the concept of efficient markets, and how efficiency makes it hard for investors to
outperform. It's really for this that a crowded highway is the perfect metaphor.




Most drivers share the same goal: we want to get there as quickly as possible, with safety.
A few people drive like slowpokes, sacrificing speed for excessive safety, and a few
others are maniacs who keep the pedal down without a care. The vast majority of us,
however, conduct ourselves reasonably but really would like to cut our travel time.

As we drive along, we see from time to time that another lane is moving faster than ours.
Just as obviously, however, we know that jumping to that lane is unlikely to bring much
net improvement.

And that's where the metaphor comes in. If I could switch to the faster lane while
everything remained unchanged, doing so would cut my travel time. But everyone sees
which lane is moving fastest, and if everyone switches into that lane, that will make
it the slow lane. Thus the collective actions of drivers alter the environment. In fact,
they create the environment.

In April 2001, I wrote the following in "Safety First . . ."

Over the years, performance has constantly improved in areas like golf. That's
because while the participants develop new tools and techniques, the ball never
adjusts and the course doesn't fight back. But investing is dynamic, and the
playing field is changing all the time. The actions of other investors will affect the
return on your strategy. Just as nature abhors a vacuum, markets act to eliminate
an excessive return.

What I meant is that, unless the Greens Committee changes the layout, a golf course is a
static environment. The actions of golfers don't change the game. If I try a certain
approach to a hole — or even if everyone does — that won't alter the effectiveness of the
approach.

In contrast, highways — like markets — are dynamic environments. What the other
participants do on a given day goes a long way toward determining what will and will not
work for us. When people flock to the fast lane, they slow it down. And with the lane
they left suddenly less crowded, it speeds up. This is how the "efficient market" in
travel acts to equalize the speed of the various lanes, and thus to render ineffective
most attempts at lane-picking. Efficient securities markets work the same way to
eliminate excess returns.

Everyone knows what has worked well to date. Just as they know which lane has been
moving fastest, they know which securities have been performing best. Most people also
understand there is no guarantee that past performance will continue. What is a little less
widely understood, however, is that past returns influence investor behavior, which
in turn alters future performance.

While investors have the option of switching into the securities that have been performing
best, most know the outperformance isn't likely to last forever. It takes a little more



insight, however, for them to comprehend that their switching will be, in itself, among the
things that change performance. When people switch to the better-performing group,
their buying bids up the prices of those securities. That bidding-up prolongs the
outperformance somewhat, but it also reduces the prospective return and increases the
probability of a correction. (The higher the price you pay, the worse your prospects for
profit. This seems like a simple concept, but it's forgotten once in a while — as it was in
the tech bubble.)

At the same time, the switchers will sell worse-performing securities to finance their
move into the hot group. That will lower the prices of the laggards, and at some point
they'll be so cheap that they become destined to outperform.

For How Long Will the Fast Lane Go Fast? — The pedal-to-the-metal momentum crowd
saw the tech and telecom stocks moving fastest in 1999 and extrapolated their
outperformance to infinity. In essence, they assumed one lane could go faster forever. Of
course, they ignored the fact that the stocks were being bid up to prices from which
collapse would be inevitable. They also failed to notice that the "slow lane" value stocks
they were selling would eventually become primed for acceleration.

How long can outperformance continue? How long can one lane be the fastest, one
strategy be the best? Clearly, there's no rule. The momentum players behind the bubble
proved with certainty that fast rising stocks will keep rising until they stop. They also
proved, to their surprise, that few people are capable of getting off just as the upward
trajectory peaks out.

As I've said many times, anything can work for a while, but nothing can work forever.
Sometimes large cap works, and sometimes small cap works. Sometimes domestic
works, and sometimes international works. Sometimes buying leaders works, and
sometimes buying laggards works. Wall Street has pushed out some incredible gibberish
over the years, but nothing quite like that embodied in another yellowed clipping from
1976 (maybe this is why there's no more Loeb, Rhoades):

A continuing pattern of consolidation and group rotation suggests that increasing
emphasis should be placed on buying stocks on relative weakness and selling
them on relative strength. This would be a marked contrast to some earlier
periods where emphasizing relative strength proved to be effective.

I guess that's a fancy way to say that sometimes the stocks that have been doing best
continue to do best, and sometimes the stocks that have been doing worst start to do best.
(Really, I don't make this stuffup.)

The Tactics Others Adopt — The fact that crowded highways are efficient allocators of
space doesn't mean people don't try to beat them. How often do we see the guy in the
souped-up '67 Mustang careen back and forth just in front of us, changing lanes every
minute and cutting off half the cars on the road? But does he get there any faster?
Should he expect to?




Of course, the analogy to investing holds beautifully. Knowing which lane to drive in has
nothing to do with which lane has been going fastest. To chart the best course, one must
know which one will go fastest. As usual, outperforming comes down to seeing the
future better than others, which few drivers on crowded highways can do.

So half the time the lane-jumper moves into a fast-moving lane that keeps going fast, and
half the time into one that's just about to slow down. And the slow lane he leaves is as
likely to speed up as it is to stay slow. Thus the "expected value" of his lane changing is
close to zero. And he uses extra gas in his veering and accelerating, and he bears a higher
risk of getting into an accident. Thus the returns from lane changing appear modest and
undependable — even more so in a risk-adjusted sense.

There are lots of investors in our heavily populated markets who believe (erroneously, in
my opinion) they can see the future, and thus that they can get ahead through market
timing and short-term trading. Most markets prove to be efficient, however, and most of
the time these machinations don't work.

Still, investors keep guessing at which lane on the investment highway will go fastest.
They are encouraged by the successes they recall and the gains they dream of. But their
recollection tends to overstate their ability by exaggerating correct moves and ignoring
mistakes. Or as Don Meredith once said on Monday Night Football, "they don't make
them the way they used to, but then again they never did."

So most investors go on trying to time markets and pick stocks. When it works, they
credit the efficacy of their strategy and their skill in executing it. When it doesn't, they
blame exogenous variables and the foolishness of other market participants. And they
keep on trying.

In the ultimate form of capital punishment, the hyper-tactician — on the road or in the
market-stands a good chance of repeatedly jumping out of the thing that hasn't worked
just as it's about to start working, and into the thing that has been working moments
before it stops.

This is why it's often the case that the performance of investors in a volatile fund is
worse than the performance of the fund itself. On its face this seems illogical . . . until
you think of the unlucky lane-jumper described just above. People often jump into a hot
fund toward the end of a period of good performance, when overvaluation in the market
niche (or hubris on the manager's part) has set the stage for a fall, and when the great
results have brought in so much money that it's impossible to keep finding enough
attractive investments. By the time a hot fund falls, it's usually much larger than it was
when it rose, and thus a lot more money is lost on a 10% drop than used to be made on a
10% rise. It's in this way that the collective performance of a fund's investors can be
worse than that of the fund.

There are prominent examples of money managers who started small, made 25% a year
for 25 years, got famous and grew huge, and then took a 50% loss on $20 billion. I often



wonder whether their investors enjoyed any cumulative profit over the funds' entire lives.
Just as lane-jumping is risky on the road, following the hot trend is risky in the
investment world.

Isn't There a Way to Make Good Time? — If crowded highways are truly efficient, and the
fast lane is destined to slow down, is there no way to do better than others?

My answer is predictable: find the inefficiencies. Go where others won't. Do the things
others avoid. We all have our tricks on the road. We'll take the route with the hazards
that scare away others — after we've made sure we know the way around them. Or we'll
take the little-known back road. We'll go through the industrial area, leaving the
beautified route to the masses. Or we'll drive at night, while others prefer the daylight.

All of these things are analogous to the search for inefficiency in investment markets. At
Oaktree we invest in things that others find frightening or unseemly — like junk bonds,
bankruptcies and non-performing mortgages. We spend our time in market niches that
others ignore — like busted and international convertibles, and distressed debt bought for
the purpose of obtaining control over companies. We try to identify opportunities before
others do — like European high yield bonds and power infrastructure. And we do things
that others find perilous, but we approach them in ways that cut the risk — like investing in
emerging markets without making sink-or-swim bets on the direction of individual
countries' economies and stock markets.

I continue to believe there are ways to earn superior returns without commensurate risk,
but they're usually found outside the mainstream. A shortcut that everyone knows
about is an absolute oxymoron, as is one that's found where the roads are well marked
and mapped. The route that's little known, unattractive or out of favor may not be the one
that's most popular or least controversial. But it's the one that's most likely to help you
come out ahead.

September 4, 2002
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Memo to: Oaktree Clients
From: Howard Marks

Re: Returns and How They Get That Way

"Where do babies come from?" When I was a kid, this was the subject of a great many
jokes, and the answer was always the same: "The stork brings them." Now it's fifty years
later, and no one jokes about the stork any more. Maybe that's because today's kids learn
the real answer so much sooner than we did.

Where do equity returns come from? Fewer people ask this question than asked about

the stork fifty years ago, . . . and even fewer have the answer. I'll give you one hint: it's
not from the stork.

The Source of Equity Returns

In the late 1990s, stock prices exploded upward, along with the number of people buying
them. And as long as stock prices rose, the new investors felt they knew all they had to
about where equity returns came from: They came from rising prices. And surely you
could depend on prices to rise.

What was it that investors thought would cause a given stock's price to rise?

e It's been performing like a rocket.

It's the subject of a brokerage house recommendation, a TV or magazine story, or

some chat room hype.

Someone (I don't remember who) is recommending it.

It's selling below an analyst's target price.

Other people can be counted on to buy it, taking it ever higher.

In fact, investors have to buy it, because money will keep flowing to stocks and

people can't risk omitting this one from their portfolios.

e Or maybe it'll become part of the S&P 500, and indexers and closet indexers will have
to add it to their portfolios.

As always, however, the post mortem is more thorough than the simplistic thought
process that preceded it, and the results are a lot less pleasant. Dreams of ever-rising
prices aren't enough. Now we know there has to be a reason why prices should rise.

Today, cooler heads point out that long-term equity returns are driven by dividends and
earnings growth. "Huh?" say the people who entered the market in the late '90s.



I remember having a spirited discussion on this topic with my father in the late 1960s. 1
came home from the University of Chicago filled with the notion that the value of a share
of stock is the present value of its future dividends. "Baloney," my father said, "no one
buys stocks for the dividends; they buy them for appreciation." "But what makes them
appreciate?" I asked. We never have reached agreement on this matter.

I think we were both right and both wrong. Certainly in a real-world sense, people don't
buy stocks for dividends. Dividends provided a small portion of the total return on stocks
in the 1960s and far less in the 1990s. Yes, most people buy stocks for appreciation. But
what causes appreciation? There has to be an underlying process at work. We're in
trouble if all we can say is '""we buy stocks in the hope they'll go up, and they'll go up
if new buyers are willing to pay more than the last price." To explain what'll make
the buyers pay more than the last price, we either have to (1) identify what I call an
underlying process or (2) fall back on the bromides listed above that led investors off the
cliff in the 1990s.

The "underlying process" has to be related to financial parameters. By that [ mean the
asset values and/or cash flows must be recognized as being worth more than the last price
paid. That's what causes appreciation.

Because so few stocks are bought today for asset values, we essentially can disregard
them. The vast majority of stocks are bought for the stream of earnings the companies
produce.

But how do those earnings affect investors — get through to investors — if not in the form
of dividends? That's the question that drove me in the 1960s. It almost verges on
metaphysical. If a company has great earnings but those earnings aren't ever paid out in
dividends, are they still of value to investors? If it makes a bunch of money but just
hoards it, or reinvests it in new products and facilities that generate future earnings that
also are not paid out, in what way are its profits of value to investors? That's kind of like
the old question, "if a tree falls in the forest but there's no one around to hear it, does it
still make noise?"

There are two possible answers:

e Eventually, earnings must be paid out. Common sense tells us that, sooner or later,
every company will run out of good reinvestment opportunities, and the cash will then
go to dividends, or to stock buy-backs, which have the same effect but better tax
treatment. (Of course, the record suggests that when they run out of good
reinvestment opportunities, companies often prefer bad reinvestment opportunities to
giving the money to the shareholders.)

e Alternatively, if cash builds up in a company and its stock doesn't rise to reflect the
buildup but instead languishes "too cheap," someone will bid the stock up in order to
take over the company. This is economics at work: the value of every asset is the



present value of the cash flows it will produce in the future, and eventually the market
will price the asset to reflect that value, because there are ways to reap it.

So What Makes Stocks Worth More?

The equation defining the price of a share of stock is a very simple one:
P=ExP/E

The price of a share of stock is equal to the earnings per share times the ratio of the stock
price to the earnings. On one hand this explains how prices are set, and on the other hand
it's just tautological: divide both sides of the equation by E and you get P/E = P/E. Even I
can't argue with that one.

This gives rise to another simple equation:
AP = AE + AP/E
Change in price is powered by one or more of the following factors:

e increased earnings eventually are turned into increased dividends,

e the undistributed earnings are reinvested to power future earnings growth, and/or

e the likely stream of future earnings comes to be viewed as being worth more than the
last price paid, causing an increase in the P/E ratio.

"Growth investors" pursue companies whose earnings are growing the fastest. As per the
equation, if the P/E ratio holds, earnings growth will be translated directly into stock price
appreciation. And if there's an increase in investor recognition of the company's growth
potential, the P/E ratio can expand as well, producing appreciation at a rate that exceeds
the rate of earnings growth.

"Value investors," on the other hand, invest primarily in companies where (1) earnings,
while perhaps lacking rapid trendline growth potential, are temporarily depressed and
likely to rebound, and/or (2) the stock's price is unduly low relative to even the low-
growth earnings, and thus the P/E ratio can be expected to expand.

Any way you slice it, the truth is that changes in a stock's price will be determined
by changes in the earnings per share and changes in the multiple at which investors
value those earnings. So those who want to predict the movement of a stock's price, or
of the whole market, have to predict those two things. To get to total return, you simply
add the dividend yield to the rate of price appreciation.



The Outlook for Equity Returns

Clearly, equity returns primarily come from price appreciation. And the dominant
consideration in long-term appreciation is earnings growth. Why do I say "long term
appreciation"? Because even though P/E ratios jump around much more in the short run
than do earnings, they tend to move within relatively fixed boundaries and, in the long
run, their fluctuations should cancel out.

The simple view — which I tend to take — is that P/E ratios reached ridiculous levels in the
1990s and now, even after significant price declines, still are higher in absolute terms than
they were at many previous market tops. Thus, you can assume that P/E ratios will stay
where they are, and thus that earnings growth will translate into parallel price
appreciation. Or you can assume multiple contraction, in which case appreciation will lag
earnings gains. But I doubt that a prudent investor can count on P/E ratio expansion as a
source of future stock price appreciation. Thus, any positive returns will be determined
primarily by the rate of earnings growth.

Over the years I've quoted Warren Buffett as saying something like "people get into
trouble when they forget that corporate profits tend to grow at 9% a year." In September I
had a chance to ask him if he actually said that. "No," he said, "what I said is 'people get
into trouble when they forget that in the long run, stocks won't appreciate faster than the
growth in corporate profits." Other people spend a lot more time than me studying how
fast corporate profits have grown and will grow. However, the evidence I'm familiar with
suggests a figure somewhere in mid-single digits.

So with dividends minimal and multiples unlikely to expand (at best), normal historic
profit growth seems like a reasonable starting point for equity returns in the long-term
future. (Of course, extrapolating historic corporate profit growth implies extrapolating
the historic price increases and profit margins. Neither of these is assured, but why go
there?) What I'm left with is trendline price appreciation somewhere in mid-single digits.
Where in that range, I'll leave to others.

Adding to Returns Through Active Management

I have written a great deal on the subject of active management (see especially "Safety
First . . . But Where?," April 2001) and have no interest in reiterating. But [ will discuss
the active management industry.

An enormous infrastructure has been built up over the last century for the purpose of
beating the stock market. Fifty or seventy-five years ago, that sentence would have read,"
... for the purpose of managing stock market investments." However, the index fund
industry has grown up in the last thirty years and made it clear that average performance
can be accessed much more cheaply and dependably through passive management than
through active management. Thus the raison d'etre of the active managers became
beating the market.



To do so, the investment management industry invests in analysts, portfolio managers and
traders, not to mention accountants, salespeople and risk managers — plus wood paneling,
oriental rugs and seascapes. All of this costs money, and the management firms want a
return on their spending. So they charge healthy fees. The people whose money the
firms manage also bear other costs entailed in active management, such as commissions,
market impact, and taxes on short-term gains caused by active trading. The question is,
"What are they getting for their money?"

The problem is that there has been no documentation that active equity management
consistently provides an edge in the mainstream stock market. Some individuals never
beat the market, but even those who do usually see their success limited to brief periods
of time. A given strategy works for a while and then stops. It's usually a matter of being
patient and waiting until your ship comes in. Very few people are skillful enough to
outperform through thick and thin. As I've said before, the attention paid to people like
Warren Buffett and Peter Lynch is a tribute to their uniqueness and demonstrates the
meaning of the phrase, "it's the exception that proves the rule." The rule is that few
people can beat the market for long.

We've already established that equity returns primarily come from appreciation. When
seeking appreciation, you can look for one or more of the following:

1 increases in an asset's intrinsic value (earnings or asset values),
movement of the asset's price from a discount toward its intrinsic value (that is,
from undervaluation to fair value), and/or

3 movement of the price from intrinsic value toward a premium (that is, from fair
value to overvaluation).

In my opinion, superior returns come most dependably from buying things for less
than they're worth and benefiting from the movement of price from discount to fair
value. Making money this way doesn't require increases in intrinsic value, which
are uncertain, or the attainment of prices above intrinsic value, which is irrational.

The attractiveness of buying something for less than it's worth makes eminent sense.
However, doing so requires cooperation from someone who's willing to sell it for less
than it's worth. It's the SEC's goal to make sure that everyone has the same corporate
information. So how is one to find bargains in efficient markets? You must bring
exceptional analytical ability, insight or foresight. But because it's exceptional, few
people have it. Once in a while someone will find an undervalued stock or guess right
about the direction of the market, but very few people are able to do those things
consistently over time.



So What's To Do?

You can try harder, but everyone's already trying their hardest. Or you can ratchet up the
risk level of your portfolio — counting on the long-run relationship between risk and
return — but once in a while that'll get you killed. Or you can look for inefficient markets.

In inefficient markets, not everyone has the same access to information. I feel bargains
are found most consistently among the things that are not widely known, not understood,
or considered to be risky, complex, unfashionable, controversial, or unseemly. When you
combine unequal access to information, uneven ability to analyze that information, and
the effects of negative biases, it's possible for things to sell for less than they're worth. In
inefficient markets, it's possible for a superior investor to consistently identify those
bargains, and thus to beat the other players consistently. It's also possible to achieve risk-
adjusted returns above those available in other market niches. All it takes is hard work
and superior skill.

However, it makes sense to assume that since the greatest reward for active management
is found in the inefficient markets (along with incentive fees for the successful managers),
that's also where sharp-eyed specialists will focus their efforts. (Think of card counting in
blackjack versus betting on the spin of a roulette wheel; where do you think you'll find the
Ph.D.s?)

In addition, it must be borne in mind that few sectors remain so inefficient that they can
be counted on to provide a free lunch for long. Over the years, many strategies have been
thought to represent a sure thing, but most fizzled out. Computer software stocks, the
nifty-fifty, oil stocks, emerging markets, and most recently tech-media-telecom — all of
these groups have in turn been deified and decimated. Likewise, a number of investment
techniques have had their day in the sun and then been eclipsed: covered call writing,
portfolio insurance and "market neutral" funds are just a few. Nothing can be relied on
for high risk-adjusted returns just because of what it's called. No investment area
has that birthright. It's all a matter of the ability to identify bargain-priced
opportunities and implement with skill.

The bottom line might be that inefficient markets can be the source of superior returns
and can be less heavily populated, but the players there are, on average, more competent.
Because returns in inefficient markets are more dependent on investors' individual skill
(which is highly variable) than they are on the market's overall return, there'll be a greater
dispersion of results there. And that means lesser investors should be expected to
underperform greater investors by a wide margin.

Sources of Return for Active Managers

The best way to look at portfolio return (y) is as follows:

y=oa+Bx



In this simple equation, a is the symbol for alpha,  represents beta, and x is the return of
the market. Alpha is best thought of as a portfolio manager's differential skill or value
added. It is the ability to generate performance unrelated to movement of the
market. Index funds don't aspire to alpha. They're managed by people who know they
don't have alpha (actually, most believe no one has any), and they simply strive to reflect
the market's movements — no better and no worse. Active managers manage actively
because they think they have alpha. They charge for it, and they should be able to
demonstrate it. However, many without it seem to have gotten away with charging for it
over the years.

Beta is the extent to which a portfolio reflects the return of the market. A portfolio with a
beta of 1 and no alpha will move up and down exactly as does the market. A beta of 2
means it will move twice as fast in both directions. A beta of .5 means it'll move half as
fast. A beta of zero means a total lack of correlation — the much sought-after "market
neutral" fund, where all of the return comes from investor skill. A negative beta means an
inverse correlation (a short position on an index fund is the best example).

I believe the alpha/beta model is an excellent way to assess portfolios, portfolio
managers, investment strategies and asset allocation schemes. It's really an organized
way to think about the question, '"how much of the return comes from what the
environment provides, and how much from the manager's value added?" When one
considers these things, some relevant inquiries are:

e  Where did the return come from in the past?

e  Where is the return expected to come from in the future?

e How exposed is a given strategy (or my overall portfolio) to market movement or
dependence on claims of alpha? How much of my future return am I betting on the
direction of the market, and how much on manager skill?

e What assumptions am I willing to make about the outlook for those two things?

A lot is written about the tyranny of benchmarks. Excessive benchmarking (and an
overemphasis on minimizing tracking error) can force managers to migrate toward
benchmark asset weightings in order to reduce their risk of negative performance
comparisons. Clearly, if a manager has real skill, this process can suppress it.

However, there are very valid roles for benchmarking. Perhaps the best is in helping to
attribute performance between market impact and the manager's value added. In fact, this
can't be done without reference to an effective benchmark.

It's obvious that this manager doesn't have any skill:

Period Benchmark Return Portfolio Return
1 10 10
2 6 6
3 0 0
4 -10 -10
5 20 20



But neither does this manager (he just moves half as much as the benchmark):

Period Benchmark Return Portfolio Return
1 10 5
2 6 3
3 0 0
4 -10 -5
5 20 10

Or this one (he moves twice as much):

Period Benchmark Return Portfolio Return
1 10 20
2 6 12
3 0 0
4 -10 -20
5 20 40

This one has a little:

Period Benchmark Return Portfolio Return
1 10 11
2 6 8
3 0 -1
4 -10 -9
5 20 21

While this one has a lot:

Period Benchmark Return Portfolio Return
1 10 12
2 6 10
3 0 3
4 -10 2
5 20 30

This one has a ton, if you can live with the volatility.

Period Benchmark Return ~ Portfolio Return
1 10 25
2 6 20
3 0 -5
4 -10 -20
5 20 25



Chasing Alpha

There are people who seem able to make money or beat the market year in and year out.
It's not certain, however, that they'll manage portfolios long enough to convince the
statisticians that alpha exists and that they have it. They might make so much money that
they'll stop managing portfolios for others, and thus their performance will cease to be
public. Or they might not live long enough for their records to attain statistical
significance. (At the University of Chicago they told me it takes 64 years to be sure
someone is good rather than lucky; more on this later.) But I know managers, including
those I work with every day, who I'm convinced can add to return without adding
commensurately to risk — and in fact while reducing risk.

How do these "alpha managers" do it? As I described in "The Realist's Creed," the alpha
managers | know come from the "I don't know" school. They don't expect to know more
than others about the future direction of economies and markets, and thus they eschew
market timing and other forms of macro decision-making. They just try to gain an edge
by knowing more than others do about micro matters. As contrarians, they prefer to buy
things that are out of favor. They invest defensively, thinking more about what they don't
know than about what they do, and worrying more about losing money than about
missing winners. They build their records on high batting averages and the absence of
losers, rather than on occasional homeruns within a hit-or-miss pattern of returns.

Most of them are hard working and driven. They take their jobs very seriously and think
about their portfolios night and day. They tend to talk investments with each other, not
football or movies. Many are "early adapters" who use technology to access diverse
information sources in order to gain a knowledge advantage. They look for hard asset
values or under-appreciated situations. They buy with confidence in their analysis, and if
the price of the asset falls, they tend to like it more — and buy rather than sell. Most
important is that intangible something — they just ""get it" better than others.

While going over this list of the characteristics I'd look for in a manager, [ want to take a
moment for an essential caveat. One thing these criteria guarantee is that there'll be times
when investors from the "I don't know" school will look terrible. In times of euphoria,
qualities like emphasis on value, contrarianism, skepticism and defensiveness are
guaranteed to produce performance that sorely lags the hot sectors and the risk takers.
This was amply demonstrated in 1998-99, when the best managers I know watched from
the sidelines as others got rich . . . temporarily. People who employ alpha managers
might feel pangs of regret over what they pass up in boom times, but they should know
the route to performance they've chosen is far more reliable.

Clearly, managers with alpha, once identified, can be depended on to a much greater
extent than those whose returns are generated primarily by market movements. Having
said that, however, I don't want to appear to underestimate the difficulty of finding
managers with alpha. I've been on the receiving end of many presentations from
managers pursuing foundation business, and I can certify that it's not easy to distinguish



those who sound good and are from those who sound good but aren't. (People who don't
sound good usually aren't allowed out to make presentations.)

Certainly the search for alpha managers is a tough one. Not only is it hard to know which
managers have it, but:

e The search for them will be littered with mistakes and losses.

e Good managers are likely to close their funds before their limits are exceeded.

e Managers talented enough to exploit inefficiencies will be able to appropriate a fair
bit of the excess return for themselves in the form of fees.

e The limited size of inefficient markets and the limited capacity of the managers
probably mean very large investment pools can't expect to invest enough with alpha
managers to greatly affect their results. And their attempts to pump in large amounts
of capital can ruin the opportunity for everyone.

There certainly are stumbling blocks in the search for alpha managers, but it's worth
trying. If you aren't satisfied with doing average in efficient markets, what else is there?
Invest with managers who claim they know what the future holds and can otherwise out-
invest everyone else in the same mainstream stocks? I doubt that's the way. To
paraphrase Professor James Lorie of the University of Chicago (circa 1970), I'd rather
"index the core of a portfolio and manage the heck out of the periphery" — hopefully with
help from managers with alpha.

The Role of Luck

To end this memo on returns, [ want to spend a few pages discussing the part played by
randomness (or luck or chance). A new book on this subject is being passed around the
alpha manager world more than Playboy was passed around when I was in the ninth
grade. It's "Pooled By Randomness" by Nassim Taleb, a Ph. D. hedge fund manager and
self-described aesthete.

My "Realist's Creed" list of required ingredients for intelligent investing started with
membership in the "I don't know" school; progressed through contrarianism, humility and
skepticism; and ended with awareness of prevailing investor psychology. Taleb's book
reminded me of one other essential: being conscious of the role of luck.

This book can be difficult to read. Here are just two examples:

Popper believed that any idea of Utopia is necessarily closed in the fact that it
chokes its own refutations.

... to be technical, these "randomizations" are frequently done during
optimization problems, when one needs to perturbate a function.



Nevertheless, I found its contents profound. In "Investment Miscellany" I discussed an
article by Richard Bookstaber of Moore Capital and stated that, "What smart people do is
put into logical words the thoughts we may have had but never formulated or expressed."
Taleb is such an individual. As I did with Bookstaber's article, I will attempt below to

communicate and explain some of his salient points, supported by excerpts from the
book.

Randomness (or luck) plays a huge part in life's results, and outcomes that hinge on
random events should be viewed as different from those that do not.

Thus, when considering whether an investment record is likely to be repeated, it is
essential to think about the role of randomness in the manager's results, and whether
the performance resulted from skill or simply being lucky.

$10 million earned through Russian roulette does not have the same value as $10
million earned through the diligent and artful practice of dentistry. They are the
same, can buy the same goods, except that one's dependence on randomness is
greater than the other. To your accountant, though, they would be identical. . . .
Yet, deep down, I cannot help but consider them as qualitatively different. (p. 28)

Every record should be considered in light of the other outcomes — Taleb calls them
"alternative histories' — that could have occurred just as easily as the "visible
histories" that did.

Clearly my way of judging matters is probabilistic in nature; it relies on the notion
of what could have probably happened. (p.29)

If we have heard of [history's great generals and inventors], it is simply because
they took considerable risks, along with thousands of others, and happened to win.
They were intelligent, courageous, noble (at times), had the highest possible
obtainable culture in their day — but so did thousands of others who live in the
musty footnotes of history. (p. 35)

Think about the aggressive backgammon player who can't win without a roll of double
sixes. He accepts the cube — doubling the stakes — and then gets his "boxcars." It might
have been an unwise bet, with its one-in-36 chance of success, but because it succeeded,
everybody considers him brilliant. We should think about how probable it was that
something other than double sixes would materialize, and thus how lucky the player was
to have won. This says a lot about his likelihood of winning again.

As my friend Bruce Newberg says over our backgammon games, "there are probabilities,
and then there are outcomes." The fact that something's improbable doesn't mean it
won't happen. And the fact that something happened doesn't mean it wasn't
improbable. (I can't stress this essential point enough.) Every once in a while,
someone makes a risky bet on an improbable or uncertain outcome and ends up




looking like a genius. But we should recognize that it happened because of luck and
boldness, not skill.

In the short run, a great deal of investment success can result from just being in the right
place at the right time. I always say the keys to profit are aggressiveness, timing and
skill, and if you have enough aggressiveness at the right time, you don't need that much
skill. My image is of a blindfolded dart thrower. He heaves it wildly just as someone
knocks over the target. His dart finds the bulls-eye and he's proclaimed the champ.

... at a given time in the markets, the most profitable traders are likely to be those
that are best fit to the latest cycle. This does not happen too often with dentists or
pianists — because of the nature of randomness. (p.74)

The easy way to see this is that in boom times, the highest returns often go to those who
take the most risk. That doesn't say anything about their being the best investors.

Warren Buffett's appendix to the fourth revised edition of "The Intelligent Investor"
describes a contest in which each of the 225 million Americans starts with $1 and flips a
coin once a day. The people who get it right on day one collect a dollar from those who
were wrong and go on to flip again on day two, and so forth. Ten days later, 220,000
people have called it right ten times in a row and won $1,000. "They may try to be
modest, but at cocktail parties they will occasionally admit to attractive members of the
opposite sex what their technique is, and what marvelous insights they bring to the field
of flipping." After another ten days, we're down to 215 survivors who've been right 20
times in a row and have won $1 million. They write books on "How I Turned a Dollar
into a Million in Twenty Days Working Thirty Seconds a Morning" and sell tickets to
seminars. Sound familiar?

Thus randomness contributes to (or wrecks) investment records to a degree that few
people appreciate fully. As a result, the dangers that lurk in thus-far-successful
strategies often are under-rated.

Reality is far more vicious than Russian roulette. First, it delivers the fatal bullet
rather infrequently, like a revolver that would have hundreds, even thousands of
chambers instead of six. After a few dozen tries, one forgets about the existence
of a bullet, under a numbing false sense of security. . .. Second, unlike a well-
defined precise game like Russian roulette, where the risks are visible to anyone
capable of multiplying and dividing by six, one does not observe the barrel of
reality. . .. One is thus capable of unwittingly playing Russian roulette — and
calling it by some alternative "low risk" name. (p. 28)

Perhaps a good way to sum up Taleb's views is by excerpting from a table found on page 3
of his book. He lists in the first column a number of things that easily can be mistaken for

the things in the second column.

Luck Skill



Randomness Determinism

Probability Certainty

Belief, conjecture Knowledge, certitude
Theory Reality

Anecdote, coincidence Causality, law
Survivorship bias Market outperformance
Lucky idiot Skilled investor

The table reminds me of a key difference between the "I know" and "I don't know"
schools. "I don't know" investors are acutely conscious of the things in the first column;
"I know" investors routinely mistake them for things in the second.

I think Taleb's dichotomization is sheer brilliance. We all know that when things go
right, luck looks like skill. Coincidence looks like causality. A "lucky idiot" looks
like a skilled investor. Of course, knowing that randomness can have this effect doesn't
make it easy to distinguish between lucky investors and skillful investors. But we must
keep trying.

I find that I agree with essentially all of Taleb's important points.

Investors are right (and wrong) all the time for the "wrong reason." Someone
buys a stock because he expects a certain development; it doesn't occur; the market
takes the stock up anyway; he looks good (and invariably accepts credit).

The correctness of a decision can't be judged from the outcome. Nevertheless,
that's how people assess them. A good decision is one that's optimal at the time it's
made, when the future is by definition unknown. Thus correct decisions are often
unsuccessful, and vice versa.

Randomness alone can produce just about any outcome in the short run. The
effect of random events is analogous to the contribution from beta discussed on page
six. In portfolios that are allowed to reflect them fully, market movements can easily
swamp the skillfulness of the manager (or lack thereof). But certainly market
movements cannot be credited to the manager (unless he's the rare timer who's
capable of getting it right repeatedly).

For these reasons, investors often receive credit they don't deserve. One good
coup can be enough to build a reputation, but clearly a coup can arise out of
randomness alone. Few of these "geniuses" are right more than once or twice in a
row.

Thus it's essential to have a large number of observations — lots of years of data —
before judging a given manager's ability.

* * *

The bottom line for me is as follows:



Equity returns should be expected to average in single digits at best for the next few
years. This is because dividends will be moderate and P/E ratio expansion can't be
counted on.

Most investors are unlikely to find this market return satisfactory, and thus they will
continue to try for more through active management. However, because of the great deal
of attention paid to them, most mainstream markets are efficient. This means very few
investors there will dependably achieve superior risk-adjusted returns or consistently beat
the other market participants.

To be able to earn better risk-adjusted returns and beat the market and the competition,
one had better look in less thoroughly explored, inefficient markets. Even there,
however, it's essential that one be, or employ, a superior manager possessing "alpha."

It's hard to separate good managers from not-so-good managers, and to do so it's
essential that we identify returns earned through genuine, repeatable skill, not just
good fortune. In that regard, records that have been rendered above average by
occasional flashes of greatness tell us much less than records that consistently have
been even modestly superior over long periods of time, and those that demonstrate a
dependable ability to avoid losses in tough markets.

November 11, 2002
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Memo to: Oaktree Clients

From: Howard Marks

Re: Whad’Ya Know?

I always ask Nancy to read my memos before I send them out. She seems to think being my wife
gives her license to be brutally frank. “They’re all the same,” she says, “like your ties. They all talk
about the importance of a high batting average, the need to avoid losers, and how much there is that
no one can know.”

Well, I guess I do tend to go on about everything that investors would like to know but is
unknowable . . . and about all the people who claim to know it. But I’ve saved up some good stuff
for a “rant” regarding the “I know” school people who think they know but don’t. So here I go
again (with apologies for the length).

The “Jumbo Shrimp” of Investing

One of my favorite oxymorons is “common knowledge.” Knowledge just isn’t that common, and
that which is common often contains little knowledge.

On February 4, USA Today cited a strategist as saying “there might be a silver lining to the current
investor backlash, because a lot of cash is piling up on the sidelines, and the heavy selling has
wrung out most of the downside.” Everyone knows the stock market can’t stop sliding and begin a
new bull phase rally until some cash has piled up on the sidelines. And thus everyone wants to see
selling exceed buying. That seems eminently reasonable.

And that’s what makes it one of my greatest pet peeves. It makes sense, it’s obvious, and people
have been saying it for decades, so it has become common knowledge. But it’s wrong! There’s no
such thing as net selling! And stock market transactions can’t cause cash to build up! Think
about it. In every stock trade there’s a buyer and a seller. So how can selling exceed buying? And
the buyer puts as much money into the market as the seller takes out. So how can selling create cash
on the sidelines?

As usual, there is a less simplistic explanation that’s closer to the truth:

e While there can’t be more selling than buying, there can be more would-be sellers than would-
be buyers. And the sellers’ desire to sell can be stronger than the buyers’ desire to buy. These
factors are indicators of negative sentiment, and they can lead to a selling climax that creates a
market bottom, so they can presage the (eventual) end of a decline.

e And clearly, uninvested cash equates to potential buying power, and thus potential fuel for a
rise. But uninvested cash can’t result from selling (which requires a buyer to put in the same
amount of previously-uninvested cash as the seller takes out). Rather, a buildup of potentially



investable cash must come from sources that are exogenous to the market, such as household
income, savings, tax refunds, and cash contributions to pension funds or endowments.

The bottom line: there’s often no wisdom in the stuff that “everyone knows.” And nowhere is that
more true than in investing.

Toward Understanding Market Movements

One day in early 1995, the dollar made a big move against the yen. On my way to work, my radio
station’s Tokyo correspondent reported that the Nikkei average of Japanese stocks had been off big
that day. He was glad to explain why: investors were worried about the weakness of the yen.

On my way home, the same station reported that the U.S. stock market also had declined a lot. The
explanation given: investors were concerned about the strength of the dollar.

Well that just can’t be. If one currency moves relative to another, how can companies in both
countries be worse off than they were the day before? I think this episode illustrates a few themes.
First, the general understanding of economic events and their implications is very poor. Second,
everyone wants to explain the movements of the markets, and they’ll grasp at any straw with which
to do so. Third, much of their commentary is useless. And, of course fourth, markets often do
things that defy logical explanation — but people keep explaining them anyway.

g MANKOFF

“On Wall Street today. news of lower interest rates sent the stock
market up, but then the expectation that these rates would be
inflationary sent the market down, until the realization that lower

rates might stimulate the sluggish economy pushed the market up,
before it ultimately went down on fears that an overheated economy
would lead to a reimposition of higher interest rates.”

New Yorker Magazine, 1981

Every day we hear or read that “the market rose on hopes that . ..” or “. . . because investors were
cheered by the news that . . .” Or perhaps it’s “the market fell on fears that...” or “. . . because of
negative reaction to . . .” How do the commentators know? Where do they look to learn the reason
for each day’s move? Does there have to be an explanation? Why don’t we ever hear, “The
market rose today, but no one knows why”?!



So What’s The Point?

I don’t begrudge people wanting to make money by expressing views that are beyond their ken and
of no value. I guess it’s human nature. My complaint, however, is that it’s misleading and injurious
to bystanders when people use serious platforms to state their unfounded views. They make it seem
so easy to understand economic and market developments, and thus to profit from them. Just as no
one should give legal advice or medical diagnoses on TV, the media should desist from providing
economic and market analysis as well.

I think some of the greatest contributors to the 1998-99 bubble were the talking heads of the media.
For every event they provided a without-a-doubt explanation and quantified its profit implications.
These “experts” were free with recommendations and exuded 100% certainty. As I’ve said before,
there are a few things they never said: “darned if [ know,” “it’s hard to predict these things,” and
“but I could be wrong.”

Nobody was well served by the veneration of the “I know” school in the late 1990s: Main Streeters
were lured to invest in Wall Street without an understanding of the skills required or the risks
entailed. The market and thus the economy were put through an extreme boom-bust cycle. Risk-
taking investment gunslingers were anointed, and cautious value seekers were rendered irrelevant.
And the oracles themselves eventually were brought low — they seem much less free with gratuitous
wisdom and can’t-miss buy recommendations today than they were four years ago.
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Where Were the Strategists?

Another group that’s no longer riding quite as tall in the saddle are the brokerage house strategists.
They attracted a lot of respect in the ‘90s, and some even attained “household name” status. But I
don’t know of any who helped their clients avoid the pain of the last three years.

I think the test is simple: Did they call the TMT bubble? It’s obvious in retrospect that many of the
tech/media/telecom companies and their strategies were somewhere between fanciful and fictitious;
the valuation multiples were ridiculous; investor behavior was nuts; and Wall Street had turned into
a machine for short-term appreciation. If it’s so obvious in retrospect, lots of the strategists
(whose sole job it is to figure out what’s going on and what it means for the future) should
have had an inkling at the time.

Since this was the most extreme event of our investment lifetime thus far, and since it built up in
plain sight over a period of years (as opposed to being the result of a sudden and surprising
exogenous influence), shouldn’t the strategists have seen it? The emperor was as naked as he’s
ever been, but the brokerage strategists failed to point it out.

Abby Joseph Cohen was the most prominent of the strategists, having made a real name for herself
by correctly predicting stock price gains for a decade or more. (Or was she simply an unmitigated
bull who never changed her tune regardless of the level of stock prices and looked smart in the
‘90s?) I attended a meeting with her near the top and heard the tortured rationalization that allowed
her to stay bullish, something like: “Stocks are overpriced, but not by a lot, so based on our outlook
for interest rates and other factors, they’re still a buy.” My opinion’s a little different: When an
asset’s overpriced, it can’t be a buy.

When I think about the events of the past decade, I conclude that the strategists failed to warn about
the risk in stocks because of some combination of (a) their congenital bullishness, (b) Wall Street’s
vested interest in predicting stock price appreciation, and (c) the serious limitations on knowing
what the future holds. Rarely have so many been paid so much for contributing so little.

On that note, The New York Times wrote on January 27:

When Barton Biggs announced last week that he would be leaving his job as Morgan
Stanley’s chief global strategist, it may have marked the end of a bull market phenomenon —
the transformation of market strategists into celebrity gurus. . .

Several Wall Street firms are reassessing the role of the highly paid stock strategist. Under
intense pressure to cut staff costs in the bear market, investment banks not only have been
downgrading the role of the strategist, but also have been questioning whether the position
as it exists is relevant in today’s complex market environment. . .

These concerns rarely appeared during the boom years, when Mr. Applegate [late of
Lehman Brothers] and Mr. Galvin [ex. Credit Suisse First Boston] became minicelebrities
by cultivating hip personas in print and on CNBC. . .

Lehman Brothers and Credit Suisse, which declined to comment on the strategists’
departures, have decided that, for now at least, they can make do without well-known
prognosticators.



Perhaps the website FierceFinance summed it up best that same day: “Now, Wall Street firms are
pondering whether [star strategists|] have become anachronisms. It reminds me of the
perennial debate in Great Britain about the need for royalty in the modern era.”

How Do They Rate?

While we’re on the subject of who knows what, we should consider the credit rating agencies.
These organizations are dedicated to assessing the quality of debt securities. They’ve been around
for scores of years and are viewed as objective. So highly are they thought of that their ratings are
accepted as regulatory standards and incorporated into law; there’s even a special SEC label for
them: “nationally recognized statistical rating organizations.” But do they do any good?

I confess: I love the rating agencies! Oaktree would be lost without them. My whole career
and many of Qaktree’s activities are based on opportunities created by credit ratings.

First, a digression: In an efficient market, there’s no chance for superior returns through active
management. Active managers need markets that are inefficient. What are inefficient markets?
They’re markets where mistakes are made; where assets sell for prices different from their fair
value and thus can be bought for less (or sold for more) than they’re worth. In order for those
mistakes to occur, there has to be ignorance, inadvertence, opacity, prejudice, emotion, or some
other obstacle to objective, insightful decision making.

The ratings agencies constitute just such an obstacle. My favorite example: literally for decades,
Moody’s has defined B-rated bonds by saying they “generally lack characteristics of the desirable
investment.” How can they say that based on the risk alone, without any reference to price or
promised return? Once they imply “there’s no price at which this bond could be a good buy,”
people will shun it, making it cheap. That can create an opportunity for a bargain hunter.

And the ratings agencies are wrong a lot. Not in every case, but at the margin where it counts. The
agencies are convinced they do a good job because the bonds they rate low default more often
than the bonds they rate high. But the majority of speculative grade bonds never default, and
every once in a while an investment grade bond does. Both of these phenomena have
significant financial consequences.

For example, by failing to anticipate a default and thus mistakenly maintaining an investment grade
rating, the agencies allow bonds to sell at 80 that should sell at 20. That’s an opportunity: for
investment grade bond managers to distinguish themselves by getting out before the default, and for
hedge funds to profit from selling short. And when the sense of security caused by those high
ratings is dashed, investment grade bond managers can be forced to dump these now-
nonconforming bonds, creating bargain-priced opportunities for buyers of distressed debt.

If the rating agencies were right every time, the bond market would be efficient; every bond’s yield
would be just right for its risk, and there would be no free lunch, no excess return. And if there
were no rating agencies, there’d be no organized process for us to game against. In either case the
opportunities for Oaktree to buy cheap on behalf of its clients would be reduced. But I don’t think
there’s any risk of that. The concept of accurate ratings is dead; long live the rating agencies!



Often Wrong But Never In Doubt (or Hesitant to Share)

The January 6 issue of “Pensions & Investments” contained its 2003 Investment Outlook. Twenty
institutional money managers generously provided their views on what the coming year holds. They
ranged from cautiously bullish to outright bullish. The headlines on the more restrained forecasts
included:

“‘Double-Dip’ a Possibility,”

“Recovery with Headwinds,”

“International Surprises Likely,”

“Moving Sideways Toward a Bull Market,”
“It Will Be a Stock-Selective Market,” and
“Blame Iraq”

The outright optimists said:

“The Worst is Behind Us,”

“Rocking and Rolling Before Long,”
“Healing Process Is Already Well Along,”
“Bullish on Credit,”

“Crisis of Confidence Is Over,”

“Bullish on Equities,”

“We Are . . . in a Recovery,” and
“Extraordinarily Bullish for 2003.”

The most guarded forecaster said the market could be close to flat; nobody said “down.”

One of my greatest complaints about forecasters is that they seem to ignore their own records. I’ve
never heard one say, “I predict such-and-such will happen (and 7 out of my last 10 forecasts were
off the mark)” or “I predict such-and-such will happen (and, by the way, I predicted the same thing
last year and was wrong).” However, P&I did the unusual by critically reviewing the previous
year’s forecasts. It poked a little fun at the West Coast manager who predicted the S&P 500 would
gain 15% in 2002, whereas it declined 22% instead. (He’s again predicting a 15% increase for
2003; if he keeps at it long enough, he’s bound to be right someday.) But P&I went one better by
pointing out that at the start of 2002, one of the worst years in stock market history, “not a single
one of 19 stock managers interviewed . . . predicted a negative return for the U.S. stock market.”

The amazing thing to me is that these people will go on making predictions with a straight
face, and the media will continue to carry them.

The Value of Predictions II

The P&I survey reminded me of a memo I wrote in 1996 under the above title. It reviewed a few of
The Wall Street Journal’s semiannual economic surveys and made several key points, not one of
which I would alter:



The average “expert” added little in terms of predicting the future.

It’s not that the forecasters were always wrong; when there was little change, they were
often right. It’s just that in times of major changes (when accurate forecasts would have
helped one make money or avoid a loss), the forecasters completely missed them. In the
years reviewed, the expert consensus failed to predict all of the major developments.

Where do these forecasts come from? The answer is simple: If you want to see a high
correlation, take a look at the relationship between current levels and predicted future levels.
.. In general we can say with certainty that these forecasters were much better at telling us
where things stood than where they were going.

Every six months, when the Journal reports on a new survey of forecasts, it takes the
opportunity to cite the forecaster in the previous survey who came closest . . . And the truth
is that the winner’s accuracy is often startling. . . . [However,] the important thing isn’t
getting it right once. It’s doing so consistently. . . As the Journal itself pointed out, . . . by
giving up the comfort of the consensus, those on the fringes of the economic prediction
game often end up on the winning or losing end. . . the winners of six months and one year
ago didn’t even get the direction of interest rates right this time.”

None of this provides much encouragement for those who would invest based on guesses about the
future. But neither, apparently, does it provide enough discouragement to make them stop.

Predicting the Events That Move Markets

I often write about how difficult it is to anticipate the things that will determine the direction of the
market. Think about it: what events in the last five years do you wish you’d seen coming?

The meltdown of Long-Term Capital Management in 1998.
The tech/media/telecom boom in the late 1990s.

The tech/media/telecom collapse in 2000.

The terrorist attacks in 2001.

The corporate scandals in 2001-02.

The interest rate decline in 2002.

Did you foresee many of these things? Did your money managers? Did anyone? I doubt it.

The market’s big moves often come in reaction to surprises like these. But most of the time, the
consensus anticipates continuation of the status quo (especially when things are going well).
Surprises aren’t factored into prices ahead of time (by definition). In the movie that runs inside my
head, the members of the “I know” school sagely intone, “We’re not expecting any surprises”
(without appreciating the irony). It’s when surprises occur that big profits are there for the
taking — by anyone capable of foreseeing them. It’s just that it’s not that easy.

So, as with economic events, the outlook for profitable market forecasts is bleak:



e Ifyou make a conventional, status quo-type forecast, you’re likely to be right most of the time.

e But since the status quo usually is shared widely and factored into prices, a status quo forecast
won’t help you beat the market or call its turns (even if it’s right).

e The forecasts with real profit potential are the ones that correctly predict unusual events.

e But idiosyncratic forecasts are wrong most of the time (and thereby unlikely to be profitable).

So if (a) conventional forecasts are easy to make correctly but generally lack profit potential, and (b)
unconventional forecasts have theoretical profit potential but are hard to make correctly, then (c) it
should be clear that forecasts are unlikely to help you know enough about the future to beat the
market.

Does Anyone Point Out What The Consensus Doesn’t Know?

I feel very strongly that the hundreds of economists and strategists with conventional forecasts add
little to the equation. On the other hand, Byron Wein of Morgan Stanley is one of the small group
who provide a very valuable service by consciously looking for surprises (and who knowingly
accept the risk entailed in talking about things that probably won’t happen). At the beginning of
each year Byron publishes a list of ten things that most people feel won’t happen but he thinks have
a 50% or better chance of taking place.

Here are some examples regarding 2003:

The stock market gains 25%, largely due to foreign support.

The economy shows 4% real growth, causing the 10-year Treasury yield to jump to 5.5%.
Japan gets serious about fixing its problems, and the Nikkei soars to 11,000.

Saddam steps down, Kim Jong Il negotiates, and we avoid major military action.

None of these things seems highly likely. But that’s the point: if they seemed likely, they wouldn’t
be on the list of things the consensus has dismissed. And they would be factored into market prices.
What Byron does for us is (a) call attention to some things to watch for and (b) perhaps more
importantly, remind us that the things that move the market are the surprises . . . although maybe not
these. I commend his list to your attention; it’s all about what investors (and certainly the
consensus) don’t know.

And by the way, Byron performs an additional service each year: he reprints his year-earlier list and
lets us assess which ones came true. Most years, a few have materialized, but there was no way to
know in advance which ones. In retrospect, half of his calls regarding 2002 look quite impressive:

No major terrorist event occurs in the U.S.

Early strength in the U.S. economy proves short-lived.
The yield on the 10-year Treasury drops below 4%.
Japan’s recession continues.

Pension fund solvency becomes a major issue.



On the other hand, these don’t:

Iraq refuses to admit inspection teams.

People start traveling again; airlines and hotels prove rewarding investments.

Technology and telecom equipment orders improve.

Post-Enron populism sweeps the U.S.; Democrats take control of both houses of Congress.

Byron’s list shows us that (a) it is possible to predict some coming surprises, but (b) it isn’t possible
to do so with high reliability. Thus it’s not clear that betting on his list of potential surprises — or
any such list — would be profitable.

Here’s A Non-Consensus Forecast for You

If you’re looking for an idiosyncratic, non-consensus forecast to make some money on, see Robert
Prechter. As the February issue of “Bloomberg Markets”” magazine stated:

Forget about the Dow Jones Industrial Average returning to 11,000. Try Depression-era
levels of less than 1,000. And don’t flock to bonds for safety: Municipalities will default
and corporate bonds will be wracked by downgrades. Even the U.S. government’s credit
status may sink low enough to make Treasury bills shaky.

You’ve heard of extreme sports; Prechter’s recent record probably represents the norm for an
extreme forecaster. He joined the pantheon of famous forecasters by being right the obligatory once
in a row (but in a big way): he predicted a crash two weeks before October 19, 1987 made him right.
Then, according to Bloomberg, “he missed the almost decade-long bull market.” And he hasn’t
changed his spots since. “I’m once again calling for events that few expect,” he says. “His work
is as relevant now as it ever was,” says Henry Van der Erb. “A quack,” says Michael Thorson.

And that’s the point. His forecast certainly is non-consensus, and if you follow him and he’s
right, you’ll make a fortune (or at least avoid losing one). But who’ll follow him? As I wrote in
“The Value of Predictions II,”

It’s difficult with regard to a non-consensus view of the future (1) to believe in it, (2) to act
on it, (3) to stand by it if the early going suggests it’s wrong, and (4) to be right.

How much do idiosyncratic forecasters like Robert Prechter really know about the future? How

much can their forecasts help you to know? And how much are you willing to bet on their being
right?

Reliance on Weak Data

Investment experts love to dredge up data supporting their observations, and ever since computers
began to be applied to the stock market in the 1960s, a remarkable number of phenomena have been
discovered and documented. On December 11, the Wall Street Journal went into detail concerning
“the so-called January effect — the tendency of certain stocks to rise in January after money
managers tweak their holdings for tax purposes.”



Okay, that makes sense. Everyone knows stocks usually do well in January. But since it’s no
secret, by now people should have learned to buy stocks ahead of the phenomenon, and that should
have negated it. As [ wrote in “Etorre’s Wisdom,” if everyone moves into the fast lane, it’ll stop
being the fast lane.

But let’s say there is a January effect. My favorite part of the Journal article was where it suggested
that in 2002 people should wait until the end of December to buy, rather than entering the market
sooner. The reason: while December’s usually a strong month, in 2002 a “statistical wrinkle” had
the potential to make it a weak month instead. “In more than half the 21 instances since 1897 when
the Dow Jones Industrial Average fell by 10% or more in the first 11 months of the year — it was
down 11.2% this year — December was a weak month.”

Sounds astute, right? But wait. First, the data reaches back to 1897, and I’m not sure 100-year-old
observations are relevant today. Second, this set of facts has applied only 21 times in history, and
that’s not much of a sample. Third, what’s the significance of “more than half’? IfT told you a
roulette wheel had come up black in 12 or 13 out of 21 spins, would that make you bet the ranch on
black? I doubt it. IfI told you it was 20 out of 21, that might make you consider it. And if it had
been black 60,000 times out of 100,000 spins, you might race to the table (and find me there).

So what did happen to the January effect that “everyone knows about”? On February 3 the Wall
Street Journal reported:

... The Dow Jones Industrial Average finished [January] with a 3.5% drop.

That is an inauspicious beginning to the year, doubly so because it follows a 6% decline
during December. Historically, December has been the strongest month for stocks, with the
industrial average rising in 72% of the Decembers since 1900.

A back-to-back December-January decline is rare; it has happened only 9 times since 1900.
In five of those nine years, the market fell after the January fizzle.

So now the bullish January effect is discarded, and the bearish December-January effect demands
our consideration. What has the Journal proved? That we can no longer count on the January
effect? That it’s bad to hold stocks when both December and January show declines? Neither of
these, I think. What’s been proved is that more data doesn’t necessarily mean more
information. The Journal suggests the December-January rule as a guideline for managing money,
but I wouldn’t bet a penny on something because it happened five times out of nine. (After all, if
you flip a coin nine times, it has to come up at least five times on one side or the other.)

For another example, my attention was drawn to the graphic accompanying the Journal story, titled
“What Happens to Stocks When the U.S. Goes to War.” It said, “The stock market has generally
weakened while anticipating war, but rebounded strongly when fighting proceeded.” Do you really
think a meaningful inference can be drawn from something that’s happened four or five times in a
century? Should people trade on it? And if not, why run the story? Who’s helped?

I think statistics are like matches — the unsophisticated shouldn’t play with them. When

shown to the public, they tend to produce confusion between possibility, probability and a sure
thing, and between random occurrence and cause-and-effect.
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I Know a Good Thing When I See It

In “Lessons from Distressed Debt” I referred to Warren Buffett’s observation that, in the short run,
the market’s a popularity contest. And since anyone can tell a good company from a bad one, it
should be easy to predict the winners of the popularity contest and rack up above average gains.

The CFA Digest is a publication of the Association for Investment Management and Research that
provides two-page summaries of scholarly articles, and one-paragraph summaries of the two-page
summaries (making it very useful for busy people). The November 2002 issue reviewed an article
from the Journal of Financial Research entitled “Are the Best Small Companies the Best
Investments?” It cited eleven annual surveys of the “best” small companies that ran in Business
Week from 1985 to 1995.

As the article shows, these surveys were of absolutely no value — check that; negative value — in the
search for stock market profits. Whereas the stocks of the chosen companies had far outperformed a
couple of stock indices in the three years prior to the surveys, they underperformed in the three years
following publication.

In sum, the authors show that investing in stocks subsequent to their appearance in Business
Week’s “100 Best Small Companies,” on average, provides negative excess returns relative
to the benchmarks. The authors identify mean reversion of corporate operating
performance, overly optimistic growth projections, and the bidding up of the prices of
growth stocks to unrealistic levels as potential factors in this underperformance. The
authors conclude that “any attempt to find winning investments from a ‘hot growth’ listing
... appears futile.”

So, I ask: what do you know about which companies are the best, and what does that tell you about
your ability to profit from that knowledge?

Help Is On the Way (Or Is It?)

For several months now, investment forecasters have been in the news — but not in a favorable
sense. The New York Attorney General, the SEC and the NASD have been all over Wall Street
brokerage firms and their analysts for their part in the tech/media/telecom craze of the late 1990s.

As everyone now knows, there was little or no “information” in many leading analysts’ profit
forecasts, target prices and buy/sell recommendations. Profit forecasts often represented little more
than regurgitation of what management said. Target prices tended to be the levels analysts thought
stocks might reach (as opposed to what they thought was merited). And many of the “buy”
recommendations turned out to have been made to garner investment banking business, not to make
money for brokerage clients.

The remedies that prosecutors and regulators have arrived at are (a) to further separate the firms’
research function from investment banking and (b) to require brokerage firms to buy independent
research for their retail customers. I have some serious questions about whether the latter will
produce the hoped-for result:
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e Will research boutiques with the best information provide it to retail investors? Will the top
research shops want to communicate their information via the massive brokerages (and thereby
sacrifice its uniqueness, and their relationships with institutional investors)?

e Will retail investors (or the brokerages on their behalf) be willing to pay top dollar for the best
research? Or will it continue to go to institutional investors, with individuals getting the dregs?

e Ifindependent research providers earn big dollars by selling their research to the Wall Street
giants, will they remain insulated from the investment banking considerations that affect their
new customers?

e The regulators want brokers to provide independent buy-hold-sell advice. Can a blanket
recommendation be right for everyone?

e What chance is there that individual investors will gain access to and read the analysis behind
the buy-sell recommendations? And make sense of it?

e Can anyone really produce research capable of helping investors achieve stock market
profits?

As one observer noted in The New York Times of December 23, “What’s amazing about this
settlement is that the investor will continue to get something for nothing, which is why we had these
scandals in the first place.” In other words, investment research stopped being about investors
when commissions became unfixed and providing research became unprofitable. It was when
commissions became negotiable and payments for research dried up that the firms started thinking
less about their brokerage customers and more about investment banking. What’s changed?

How Might the Regulators Help?

There are numerous obstacles to equipping retail investors with the tools they need to invest safely
and well. I feel most strongly that the answer doesn’t lie in giving them “independent research” that
has been blessed and thus is likely to once again be overly depended on and just a new source of
pain. Instead, the regulators should make sure investors are educated as to (a) the
requirements for successful investing and (b) the severe limitations on forecasts and
recommendations. Brokerage firms are aided when investing is made to look easy and safe, but
their customers certainly are not.

On December 21, The New York Times carried an article about Jack Grubman, who seems to be the
poster boy for analyst malfeasance. What caught my eye, however, was the quote from Henry
Hochman, 88, who lost almost $10.7 million on WorldCom. “I’m broke. I have to start saving
pennies now. I can’t live the way [ was accustomed to living. It has affected my health. Smith
Barney told me this was the best of the telecom companies. Whatever Grubman wrote sounded very
good.”

Of course, Grubman and Smith Barney are far from without fault in this matter, but Mr. Hochman
made his own mistake (although likely not unaided). From the fact that he had $10.7 million to
lose, we might guess that he had been an astute businessman. So what was he doing, in his late
eighties, investing enough in growth stocks — and in a single stock — to wreck his financial world?
If he didn’t know this was a dangerous course of action, someone should have told him so.

I’m not saying it’s the regulators’ job to provide this education. But if they’re going to get tangled
up in the investment process, I’d rather see them talk about what you can’t know than what you
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can. In other words, don’t give investors new forecasts that they’ll count on to lead them to
sure profits. Tell them there’s no such thing. That would be a public service! Most thoughtful,
unconflicted observers think the average individual investor is better served through long-term
investment in mutual funds, and index funds at that. That’s the message he or she should be given.

Hey. Get Yer Free Information!

I’ve talked about the strategists, economists, analysts and money managers whose views are
available free in brokerage house reports and in the media. The bottom line for me is that on
balance they don’t contribute much. Some are right in a big way once in a while, but not often
enough to be dependable. Others are a little right a lot of the time, but they usually agree with the
consensus and extrapolate current conditions, and thus they add little value.

The statistics are clear. There just isn’t any evidence that many managers can beat the market in the
long run, or that many of the professionals who profess to know the future actually do.

But there’s another test that’s even easier: if the forecast is correct, why is it being given away?
Nothing could be more valuable than correct information about the future. Given the leveraging
power of futures and options, anyone who saw the future correctly could become a billionaire in no
time. So when you see a forecast available gratis, I suggest you ask yourself, “Why is it being given
to me?” Having made that inquiry, I doubt you’ll end up doing what the pundit said to do. As
usual, Warren Buffett has put it clearly:

There’s no reason in the world you should expect some broker to tell you whether you can
make money on index futures or options or some stock in two months. If he knew how to
do that, he wouldn’t be talking to investors. He’d have retired long ago. (Money, Fall 1987)

Or, putting it a little more bluntly:

Wall Street is the only place that people ride to in a Rolls-Royce to get advice from those
who take the subway. (Los Angeles Times Magazine, April 7, 1991)

I guess I’ve made it obvious how little I think of the “I know” school. Its members simply do not
know all they think they do.

Most congenital bulls — who seem to be the norm among big-stock devotees — make a ton when the

market soars but give it back in the bad years. The few congenital bears avoid participating fully in
down markets . . . and up markets as well. And most active managers buy and sell at a furious clip,

implying they know a lot. Yet I’'m aware of few people who have beaten the market consistently by
correctly timing its ups and downs, or by picking among the stocks that everyone follows.

It might be exciting to manage money by adroitly timing exposure to the stock market, predicting

which industries will do best, and holding only the stocks that will go up the most. But my ten years
in equity research (and 25 years since as an observer) have taught me it’s a fool’s game. Massive
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amounts of brainpower and computer power have been devoted to the task, but there’s no evidence
it can be done. (In that connection, you might be interested to know how many profitable funds
there were in 2002 among the 100 equity funds that P&I says are most used by defined contribution
plans: none!) It wasn’t for nothing that when I left equity research in 1978, I told Citibank “I would
do anything but spend the rest of my life choosing between Merck and Lilly.”

So I’m a card-carrying member of the “I don’t know school.” Not because it makes life more
fun, but because it provides guidelines for working within the limitations of an intelligent,
highly competitive market.

When I was a kid, my mother often taught me through adages. One of the best went this way:

He who knows not and knows not he knows not is a fool; shun him.
He who knows not and knows he knows not is hungry; teach him.
He who knows and knows not he knows is asleep; wake him.

But he who knows and knows he knows is wise; follow him.

Overestimating what you’re capable of knowing or doing can be extremely dangerous — in brain
surgery, cross-ocean racing or investing. As Dirty Harry said, “A man should know his limitations.”
Acknowledging the boundaries of what you can know — and working within those limits rather
than venturing beyond — can give you a great advantage.

At Oaktree, we believe that because there’s so much we can’t know about the future, we should
invest only where our analysis tells us the worst case is tolerable. We try to avoid situations that
entail high expected returns but also a meaningful chance of being wiped out. Peter Bernstein put it
simply but elegantly in “Economics and Portfolio Strategy,” January 1, 2003:

In making decisions under conditions of uncertainty, the consequences must dominate the
probabilities. We never know the future.

Or perhaps Blondie’s take was the most profound:

TV AS LONG AS ¥
y YOI DON'T KNDW, DEAR,
HAKES THE STOCK MARKET WY BT Yl
GO LP AND DOWNT 1= JUST SAY £07

circa 1973

March 11, 2003
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Legal Information and Disclosures

This memorandum expresses the views of the author as of the date indicated and such views are subject
to change without notice. Oaktree has no duty or obligation to update the information contained herein.
Further, Oaktree makes no representation, and it should not be assumed, that past investment
performance is an indication of future results. Moreover, wherever there is the potential for profit there
is also the possibility of loss.

This memorandum is being made available for educational purposes only and should not be used for any
other purpose. The information contained herein does not constitute and should not be construed as an
offering of advisory services or an offer to sell or solicitation to buy any securities or related financial
instruments in any jurisdiction. Certain information contained herein concerning economic trends and
performance is based on or derived from information provided by independent third-party sources.
Oaktree Capital Management, L.P. (“Oaktree”) believes that the sources from which such information
has been obtained are reliable; however, it cannot guarantee the accuracy of such information and has
not independently verified the accuracy or completeness of such information or the assumptions on
which such information is based.

This memorandum, including the information contained herein, may not be copied, reproduced,
republished, or posted in whole or in part, in any form without the prior written consent of Oaktree.
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Memo to: Oaktree Clients
From: Howard Marks

Re: What's Going On?

In recent months, a few Oaktree clients have asked me to take part in give-and-take
sessions with their investment staffs and other money managers. The discussions have
revolved around changes in the investment environment and the implications for the
future. The process of thinking about those subjects has given rise to this memo.

A Sweeping Change

In the last three years, there have been massive changes in markets, investment thinking,
expectations and behavior. The term "paradigm shift" certainly is overused, but in this
case I don't think it's off target.

During the 1990s and for many years prior, institutional investors such as pension funds
and endowments targeted returns of 8-10 %. The task of appropriately allocating assets
was made easy by the universal expectation (accompanied by sixty-plus years of
supporting data) that stocks "normally" return 9-11 % per year. When the main engine of
a portfolio's performance can be counted on for returns that exceed what's needed overall,
asset allocation is a relatively easy task. Put a substantial majority of the portfolio in
stocks, add a few bonds in a nod to conservatism and an allocation to private equity for
spice, and the job's done.

The only question was what you wanted your return to be (within the range of 8-10%),
and the solution was found in the magnitude of your equity allocation. Certainly, overall
portfolio returns in the range of 8-10% were viewed as readily attainable.

But all of a sudden, no one thinks so anymore. Goals at that level (or even a little lower)
now seem quite daunting. What has changed is the equity return people feel can be
expected. History is out the window, and few people believe any longer in 9-11% from
equities. Moderates talk about long-term returns between 4% and 8%, and the bear case
is considerably lower (or negative). With high grade bond yields also in the low to mid-
single digits, the two biggest asset categories are promising returns that fall short of the
overall goal. Thus it's unclear how that goal can be achieved while holding any
meaningful amount in stocks and/or high grade bonds — or whether it can be achieved at
all.

We all know what happened to prospective bond returns: economic weakness and the
Fed's stimulative actions combined to lower prevailing interest rates, and thus promised
bond returns, to 40-year lows. But what happened to the prospective return on equities?



Simply put, people began to search for the elements that would lead to continued lofty
equity returns, and they failed to find them. In the 1990s, few people pondered the fact
that if corporate profits grow in single digits and "normal" equity performance is 9-11 %,
two decades or so of returns almost twice that might be borrowing from the future. Now
the future is here and that realization has set in. Those single digit profit increases
(accompanied by low dividend yields) are expected to result in mid-single digit equity
returns if P/E ratios are unchanged, and less if multiples shrink.

So the question has switched from '""How much would you like to make and spend?"
to "How much can you make safely, and what will that let you spend?"

Is There No Opportunity in Equities?

It is clear that (a) most people's expectations for equities now are in the mid single digits,
and (b) equities are attracting as little interest as at any time in the last 25 years. There
are, however, factors supportive of a more positive case:

e The most obvious is the fact that stock prices are off substantially since hitting
record highs in early 2000.

e Another positive might be seen in the fact that the curtailing of expectations for
equity returns coincided with the incurrence of substantial losses. Thus it's
tempting to think that the moderation of expectations may have stemmed from the
corrosive emotional effect of recent losses on investor psyches, not from new data
or objective analysis.

e In fact, it's comforting to note a hopeful analogy. In August 1979, after a harsh
correction in 1973-74 followed by several sluggish years, the cover of Business
Week proclaimed "The Death of Equities" . . . just prior to the ignition of the
historic bull market that lasted through 1999. As in that case, with attitudes
toward equities beaten down so universally, the contrarian position today might
be to bet heavily on them. Sentiment toward equities can hardly get worse and,
unimaginable as it seems, it just could get better.

At the same time, there are negatives to be dealt with:

e Even though stock prices have come down substantially, the average P/E ratio
remains high — in the upper teens or low twenties, depending on whom you ask.
In the last major cycle, which bottomed in the 1970s, P/E ratios reached levels
like today's at the high and fell to single digits when prices hit bottom. By that
standard, today's valuations suggest a high, not a low.

¢ One reason today's P/E ratios are high in the absolute is that interest rates are so
low. Low interest rates justify a high valuation of future cash flows. But what



does that imply for P/E ratios (and stock prices) if interest rates were to rise from
today's historic lows?

e Lastly, we have to wonder where the energy for a more bullish market will come
from, and specifically whether a generation of investors who've been burned is
lost from the stock market forever.

My own take is that even if the 9-11% historic long-term return on stocks remained
relevant with regard to the future, (and certainly that's the best anyone could hope
for), the above-average gains of the last two decades have borrowed from the future,
and the high resulting P/E ratios imply an average return in single digits over the
next few years.

At the same time, I think some good individual opportunities may be found among
orphaned small and mid-cap stocks. Because investment banks are no longer supposed to
recommend stocks just to get investment banking business, their coverage lists might
contract. The financial pressures and resulting layoffs at the big research firms are
leaving many companies without coverage. Many un-researched companies will likely
emerge from financial restructurings and corporate spin-offs. Put it all together, and
expert stock pickers probably will find some good opportunities in the newly less
efficient market.

The Market Cycle at Its Wildest

In a memo on cycles entitled "You Can't Predict. You Can Prepare." 1 discussed the
general progression of a market cycle:

e Favorable developments and positive investor psychology cause prices to rise.

e Reports of price appreciation attract momentum players, who shout, "We'd better
get in; who knows how far this can go." Their purchases of already-appreciated
assets move prices still higher on a trajectory that appears capable of rising
forever.

e Eventually, prices get so high that they vastly exceed intrinsic values.

e A few value-conscious investors step into the crowd to sell. Prices turn down,
sagging under their own weight or perhaps because fundamental developments
begin to be less favorable.

e Less-favorable developments and less-favorable psychology combine to force
prices below intrinsic values.

e The pain of losses becomes so great that investors flee and prices reach giveaway
levels. This time it's, "We'd better get out; who knows how far this can go."

e The first iron-nerved contrarians recognize that good values are available and start
to buy.

e Others soon follow, and eventually the number of new buyers exceeds the number
of sellers. Prices stop falling . . . and begin to rise.



e Reports of rising prices and the bargains obtained by those astute pioneers attract
the masses to the marketplace, who shout, "We'd better get in . . . ," and the cycle
continues.

I've always known about this cycle. I've seen it at work for decades. But I've never
seen it function — in terms of the extent and swiftness of the fluctuations — as it did
with regard to low-grade debt over the last year. Because the performance of
mainstream equities has little direct impact on Oaktree, we remain largely disinterested
observers of stock market developments. But we are vitally interested in what happens in
credit-related investments, and the change there has been mind-boggling.

The Pricing of Credit Risk in 2002-03

It's hard to believe, but the biggest cycle I've ever seen in distressed debt began just about
a year ago.

e With investors softened up by economic sluggishness, depressing world events
and the realization of just how wrong they'd been in the 1990s, conditions were
ripe for a crisis of confidence. The catalyst came in the form of an incredible
series of corporate scandals.

e At first, Enron was viewed as an isolated instance of corporate venality. But then
Tyco, Adelphia and Global Crossing began to suggest a pattern. Arthur Andersen
was convicted and had to shut down. The capper was the disclosure of massive
fraud at WorldCom. Billions were lost, confidence was dashed, and investors —
so certain just a year or two earlier — no longer felt they had a foundation on
which to base any confidence.

¢ Bond fund managers who thought they had bought money-good securities found
themselves holding distressed debt. Bonds they felt good about buying at prices
of 90 or 100 turned scary at 20 or 30. High grade bond managers sold down-
graded bonds (or bonds expected to be downgraded) as required or to dress up
their statements, and everyone sold to reduce concentrations, raise cash to meet
withdrawals, or cut risk.

e Because of this combination of events, we were able to invest more than $2
billion last summer in distressed debt priced very attractively. We put massive
amounts into the public bonds of sizeable corporations — like Tyco, Qwest,
Lucent, Nortel and Corning — that we thought might pay interest and principal as
promised. In the past, we've always thought our distressed companies were 99%
likely to default or go bankrupt. Now we were paying death's-door prices for
bonds that we thought had a good chance of escaping that fate.

In this way, the downswing of the distressed debt market cycle gave us unusually good
investment opportunities: significant companies that might survive, giveaway prices,



potentially high prospective returns, in vast quantities. We were buying at yields well
above 20%, and total returns that we thought would be far higher if our credit judgments
were validated. We felt our purchases in June-September 2002 rivaled those of 1990,
which had produced our highest returns to date.

But the most amazing thing is what happened next. The market turned on a dime,
and in the next six months it became as strong as it had been weak.

What caused the turn? Maybe it was the fact that scandals stopped erupting. Maybe it
was the first few successful sales of assets made to improve balance sheets. Maybe
investors realized that distressed debt offered excellent investment opportunities. Maybe
distressed debt fund managers regretted having missed a major opportunity to invest
during the summer. Or maybe it was Warren Buffett's announcement that Berkshire
Hathaway had increased its holdings of lower-rated debt by $6 billion in 2002. Whatever
the reason, sentiment turned from negative to positive . . . with a vengeance.

Based on data for the OCM Opportunities Fund I'Vb, the distressed debt positions we
bought in 2002 returned almost 20% in November alone, and 23% in the fourth quarter of
the year. They took off again in early 2003, rising 15% in the first quarter and another
10% in April. For the six months from November through April, the total estimated gain
has been more than 55% (and more than 41% net of fees and expenses).

This was yet another example of the schizophrenic swing of the investment
pendulum: Trust replaced skepticism. Gain replaced loss. Greed replaced fear. And,
incredibly, panic buying replaced panic selling. The cycle had swung from morosely
negative to ebulliently positive in less than a year. And thus the Tyco bonds we bought
in May 2002 at a 24% yield became gilt-edge securities that could be sold in January
2003 — at yields of 4%-plus.

We've seen the same cycle in high yield bonds. Last July, because investors had developed
allergies to high yield bonds, the average bond had to provide more than 1,000 basis points
more yield than a Treasury note of comparable maturity to induce investors to buy it. But
now, investors have come to lust after high promised returns, and they are willing to buy
the average high yield bond at a spread of just 600 basis points or so. The resulting
estimated net return on our high yield bond portfolios: more than 15% for the 6 months
November through April.

But Why?

Most observers are familiar with the returns reported above, and with the changed
attitudes toward credit risk that lie behind them. But I think the behavior of distressed
debt and high yield bonds should be viewed in a broader context, not in isolation. There
are big-picture influences behind these trends.

What happens when people get excited about an asset class?



capital floods in,

prices rise,

current returns soar, and
prospective returns decline.

But don't forget the significant ramifications. Investors lose interest in other asset
classes; thus their prices fall (at least in relative terms) and their prospective returns rise.
In other words, the popular asset becomes more expensive and the rest get cheaper.

A powerful cult of equity believers held sway from 1978 — when I started to manage
portfolios — through 1999, with only minor interruptions. The average return on the
S&P 500 was over 17%. There wasn't a year in which the index declined more than 5%.
Equity managers and analysts showed up on magazine covers and TV screens. Equities
were fawned over in books ranging from "Stocks for the Long Run" (which explained
that stocks could be counted on to beat bonds, cash and inflation in any period, providing
it was long enough) to the self-explanatory "Dow 36,000." The man on the street
accepted stocks as a sure thing.

What both the man on the street and the investment professional missed was that the
appreciation that powered stocks' record returns had borrowed from the future and made
them very expensive. And the view that stocks were all you needed also implied that
other assets were superfluous. Thus bonds went out of favor, at least in relative terms. In
the 1990s, few of the people I met could think of a convincing reason for their fixed
income allocations. Maybe that made bond yields and yield spreads more generous than
they should have been. Stocks in favor and rich; bonds out of favor and cheap.

And since the beginning of 2000? Stock prices are down. Confidence in stocks has been
dashed. Equity return expectations have collapsed. Bonds and their contractual returns
suddenly seem more attractive. Bond prices are up. Credit spreads have narrowed. The
proof is seen in the performance described above.

The Power of Capital Flows

I want to discuss one last element that's been behind the powerful appreciation we've seen
recently. I think the explanation's easy.

In the long run, investing is about value and the expectation that, eventually, price will
catch up. But in the short run it's about psychology, emotion and popularity. The
influence of those three factors comes through their effect on flows of capital, and in the
short run it's capital flows that have the most profound impact of all.

The equity market is huge: $8.6 trillion in the U.S. alone. The high yield bond universe
is about a tenth that size, and distressed debt is a fraction of that tenth. When a few



billion dollars were withdrawn from stocks, the effect was moderate. But when those
same refugee dollars sought deployment in our niche markets, the impact was dramatic.

In the last few months, what had been a buyers' market has become a sellers' market.

Last year, especially in distressed debt, it was "the more money, the better." Now it's the
opposite.

In the long run the return on an investment will follow the fundamentals, and in that
sense I think of it as something approaching a fixed-sum proposition. But market
fluctuations will render the receipt of that return highly uneven, as price moves above and
then below intrinsic value. Thus, everything else being equal, a higher return to date
means a lower return in the future. In this way the recent increase in bond prices
implies lower bond returns in the future, and the narrowing of yield spreads implies lower
relative returns for lower-rated bonds. A manager of lower-rated bonds hates to have to
make these admissions, but refusing to make the admissions wouldn't make them any less
true.

The Cat, the Tree, the Carrot and the Stick

I hope you'll forgive an incredible mixing of metaphors, but I can't resist using one to
sum up on the subject of the current investment environment. As I think about situations
like today's, (which, by the way, is not unprecedented), I visualize a cat in a tree. A
carrot lures him out onto increasingly higher branches, and a stick prods him from
behind.

In my analogy, the cat is an investor, whose job it is to cope with the investment
environment, of which the tree is part. The carrot — the incentive to accept increased
risk — comes from the high returns seemingly available from riskier investments.
And the stick — the motivation to forsake safety — comes from the modest level of
prospective return being offered on safer investments.

The carrot lures the cat to higher branches — riskier strategies — in pursuit of his dinner
(his targeted return), and the stick prods the cat up the tree, because he can't get dinner
while keeping his feet firmly on the ground. And that's a pretty good description of
today's investment environment.

Today the greatest carrots are perceived to be available in the high yield bond and
distressed debt markets. Not only do they make sense as ways to play the economic
recovery that is presumed to loom ahead, but also they have provided the best recent
results. Of course, many cat-like investors fail to realize that excellent recent results
don't add to an investment's prospective return; rather, they detract from it. But
the carrot of high recent results never fails to attract new followers to a strategy.

And, of course, the stick is extremely powerful today, because any substantial allocations
to high grade bonds (with their promised returns of 4-6%) or to equities (whose



prospective returns aren't perceived to be much higher) seem likely to ensure that a
portfolio with a targeted return of 8-10% will fall short.

So investors consistently climb out on the limb of whatever strategy has performed best
lately, without noticing their increasing distance from the ground. Risk never looks like
risk when it's generating a high return.

Today that hungry cat is looking for a free lunch (oh no, not another metaphor!) in high
yield bonds and distressed debt. Those markets may offer the best way to be well-fed
today, but they should be pursued only with eyes wide open concerning the altitude
to which one is venturing.

What else is there to do? It may sound like heresy, but what about concluding that (a)
under what appear to be today's revised circumstances, pursuing that high-up dinner is
just too risky, and (b) investors should content themselves with what's available, with
safety, on limbs closer to the ground? Am I being too oblique? Let me stop trying to
extend the metaphor and put it simply: investors may have to consider lowering their
target returns.

In recent times we've had several reminders regarding the inevitability of the market
pendulum's swing, the propensity of investment popularity to wax and wane, the
extremes of fluctuations, and the dramatic influence of cash flows. Some years, these
transient influences will benefit us, as they have this year. Other years they're sure to
hurt.

We can try to cope by understanding where the pendulum stands at a point in time and
striving to anticipate its future swings. Or we can put our energy into emphasizing long-
term value under the assumption that we'll be able to ride out the fluctuations if we're
right about the values. To help us deal with the short-run developments, we've chosen to
do some of each in the affected areas.

e We're being very candid about market conditions.

e We're limiting our assets under management.

e And if market conditions don't take a turn for the better, our clients should expect
a reduced ability to profitably employ capital in our markets.

As to the long run, we're confident our adherence to value investing will continue to get
us through.

May 6, 2003



Legal Information and Disclosures

This memorandum expresses the views of the author as of the date indicated and such views are
subject to change without notice. Oaktree has no duty or obligation to update the information
contained herein. Further, Oaktree makes no representation, and it should not be assumed, that
past investment performance is an indication of future results. Moreover, wherever there is the
potential for profit there is also the possibility of loss.

This memorandum is being made available for educational purposes only and should not be used
for any other purpose. The information contained herein does not constitute and should not be
construed as an offering of advisory services or an offer to sell or solicitation to buy any
securities or related financial instruments in any jurisdiction. Certain information contained
herein concerning economic trends and performance is based on or derived from information
provided by independent third-party sources. Oaktree Capital Management, L.P. (“Oaktree”)
believes that the sources from which such information has been obtained are reliable; however, it
cannot guarantee the accuracy of such information and has not independently verified the
accuracy or completeness of such information or the assumptions on which such information is
based.

This memorandum, including the information contained herein, may not be copied, reproduced,
republished, or posted in whole or in part, in any form without the prior written consent of
Oaktree.



Memo to: Oaktree Clients
From: Howard Marks

Re: The Most Important Thing

As I meet with clients and prospects, I repeatedly hear myself say, “the most important
thing is x.” And then ten minutes later it’s, “the most important thing is y” (and then z,
and so on). Am I being disingenuous? Am I confusing the unimportant with the
important? Is it that I can’t make up my mind? Or is memory loss setting in?

I hope (and believe) it’s none of these things. If I have to come up with an explanation,
maybe it’s that [ have strong feelings on a lot of subjects. Whatever the reason, I
thought I’d collect in one place the precepts that guide Oaktree. Some might be more
important than others, but in my view each one qualifies as “the most important thing.”
The most important thing — above all — is the relationship between price and value.

For a value investor, price has to be the starting point. It has been
demonstrated time and time again that no asset is so good that it can’t
become a bad investment if bought at too high a price. And there are few
assets so bad that they can’t be a good investment when bought cheap
enough.

When people say flatly, “we only buy A” or “A is a superior asset class,” that
sounds a lot like “we’d buy A at any price . . . and we’d buy it before B, C or D at
any price.” That just has to be a mistake. No asset class or investment has the
birthright of a high return. It’s only attractive if it’s priced right.

Hopefully, if I offered to sell you my car, you’d ask the price before saying yes or
no. 