“If you can keep your head when all about you

Are losing theirs and blaming it on you:

If you can trust yourself when all men doubt you, 

But make allowance for their doubting too;

If you can wait and not be tired of waiting,

Or, being lied about, don’t deal in lies,

Or, being hated, don’t give way to hating,

And yet don’t look too good, nor talk too wise;

--Rudyard Kipling

This of course is the first stanza of the poem “If” by Rudyard Kipling.  For those who appreciate the beauty of the British language, the entire poem is reproduced at the end of this piece.  My late father was an enormous Kipling fan and read this poem to me from early childhood. As a young boy I simply enjoyed the theatrical manner in which he recited it; as I grew old enough to understand the meaning of the words, the poem became a favorite of mine also.  For it carries tremendous import for most of life’s endeavors.  The lines about meeting the two imposters of triumph and disaster even appear above the entrance to centre court at Wimbledon (a later stanza in the poem).  More is the pity that most U.S. high school students probably do not read Kipling anymore; many high school graduates would likely not be able to identify whom Kipling was. The poem is particularly relevant in the manic market that we have seen over the past few weeks, for much of whether you succeed or fail as an investor comes down to how well you handle your bad moments, or, more specifically, how you react to bad moments in the market. We must all seek to keep our heads and wits about us. At Cornerstone we have assembled a group of experienced investors who share a common philosophy and adhere to a strict valuation-based investment discipline.  When markets are difficult we fall back on that; when markets are euphoric we rely on it with equal resolve. 

The failures of Bear Stearns and, more recently, Lehman Brothers combined with fears that more failures may come that have pervaded the financial markets in the past two weeks are similar to those that have occurred during prior periods of stress.  We are coming through a period of excessive credit offered to individuals and companies with weak credit profiles at artificially low rates.  We have seen a mushrooming in the growth of hedge funds who continue to employ high leverage to make large risky bets with other people’s money in the hopes of earning large financial rewards for themselves through use of a exorbitant fee structures. The failures that we have seen have been caused by little more than old-fashioned runs-on-the-bank.  If we think about plain commercial banking for a moment, we need to understand that in the free world we operate under a fractional reserve banking system.  There is not a single bank that could have all of their depositors show up at 9:00 am on a given morning and be able to satisfy their demands to have their money returned.  When you are dealing with an investment bank that operates under a leveraged business model, it takes much less than a full run on the bank to cause problems.  Hence, we see Bear Stearns and Lehman Brothers as the notable first victims.  The tragedy is that runs-on-the-bank are caused by psychology – a loss of confidence—and generally turn out to be completely unnecessary.  Yet they can happen as we have seen.

 As I write this on Friday morning the market has opened up about 4% following the SEC stepping in to restrict short selling.  Earlier in the week I was travelling with a colleague to visit customers and asset consulting firms in Fairfield County in Connecticut.  He had never been to Greenwich – the hedge fund capital of the world— so we exited I-95 and I took him through the downtown area.  It was a beautiful day and Greenwich appeared idyllic, very reminiscent of an ultra-expensive Norman Rockwell scene.  Mothers were taking their young children in and out of their cars to shop, local business people were hustling about tending to their day’s commerce, and the friendly local police were calmly directing traffic as rush hour approached.  Who would ever think that within a few hundred yards of where we were driving more hedge funds than one cares to contemplate armed with computers and sophisticated trading systems (and leverage) were attempting to benefit from and even cause a meltdown in the U.S. financial system.

The pernicious effects of short selling have become magnified over the past year.  On July 6, 2007 the SEC eliminated the so-called uptick rule, which required that every short sale be initiated at a price that is higher than that of the previous trade.  This rule was formally known as Rule 10a-1 of the Securities and Exchange Act of 1934.  The net effect is that short-sellers have been able to short all day long, having been relieved of the obligation of waiting for the intervening uptick.  Weak-kneed long-only investors have been loath to step in front of a negative torrent of selling once unsubstantiated and often irrefutable (at least in the short run) news of dubious origin emerges on a company that the short sellers target.  This has made irresponsible rumormongering highly profitable.  We can only hope that the SEC’s actions this morning presage the re-establishment of the uptick rule.  Short selling is the structural analogue of selling the Brooklyn Bridge, which the old saw holds unscrupulous people tried to do to new immigrants to the country in the late 19th and early 20th centuries.  The 1960’s television show, The Beverly Hillbillies, even memorialized the concept in an episode where a knavish Phil Silvers attempted to sell the famed bridge to Jed and Granny, having already sold them Central Park and the Staten Island Ferry.  How exactly is it that one can sell something that one doesn’t own?  The catch is that you are supposed to “borrow” the stock you are selling.  The reality is that looking at current short levels it simply strains the limits of credulity to believe that there is a “lender” for all of the shares that are short.  Naked short selling, or selling shares that one does not own or has not made arrangements to borrow, is illegal.  Yet the SEC and the brokers have turned a blind eye toward enforcing the rules.  It was disturbing to hear Arthur Levitt, a former SEC Chairman, in a Bloomberg interview earlier in the week say that he had spoken with current SEC Chairman Christopher Cox a few minutes prior to going on air for his interview and that the SEC was considering reinstating a rule against naked shorting.  One would have to assume that he misspoke because their have always been rules against naked shorting.  The irony of course is that for the brokerage firms who were lax in seeing that these rules were being followed by their hedge fund customers because the prime brokerage fees were so lucrative have found themselves the victims of this scurrilous and illegal practice.  Indeed, they have been hoist by their own petard.  In the past twenty-four hours we have had Calpers prohibit any stock owned on their behalf from being lent out, while encouraging other large plan sponsors to take similar action.

“Who will rid me of this meddlesome priest?”

--The lament of King Henry II to his knights that brought about the murder of Thomas Beckett, Archbishop of Canterbury 1170 A.D.

On this same trip to Connecticut I had the misfortune of hearing a CNBC interview between Maria Bartiromo and Dylan Ratigan and the Head of Financial Institutions Research at Standard and Poor’s.  The CNBC anchors quite properly questioned the learned S&P man as whether he understood the impact that using share price (or decline in share price) was going to have on financial stocks that were already under fire, and the license to kill that they were effectively handing to the short selling community.  The anchors offered the recent capital call on AIG as an example.  Demonstrating a dangerous combination of temerity and stupidity, he blithely stated that he thought AIG was much better off with the government’s intervention than before, seemingly not understanding that AIG has effectively been put into a government sponsored orderly liquidation.  Ms. Bartiromo and Mr. Ratigan asked that given the poor job that S&P and peer institutions had done over the past several years in assessing credit worthiness of CDO’s why should the investing public have any confidence in the wisdom, accuracy, or appropriateness of their current actions?  He seemed to have no comprehension of what they were asking.  One felt like Henry II and could see the S&P man nicely fulfilling the role of a wholly unsympathetic Thomas Beckett. I write this strictly for dramatic effect of course and, share the perspective that Ms. Bartiromo and Mr. Ratigan so plainly expressed in their examination of the representative of S&P, to have no desire to personalize these observations. 

The use of share price as an input into credit decisions made by the rating agencies is something new and it has had immediate and troubling consequences.  In an ideal investment world the price of a security should be a residual of a risk-adjusted assessment of the net present value of the cash flows of the enterprise.  We have entered a brave new world where the share price and its decline now become a determinant of the security’s value instead of a residual value that one can estimate.  This is particularly dangerous in a world where people have been able to short at will.  We need to reinstate the uptick rule and enforce the existing prohibitions against naked short selling.  In a very real sense share price has always been a contributing factor for companies that are in distress and may need to raise capital, due to the added dilution of having to raise capital at lower prices.  The change is that reasonable companies, particularly financials who could never settle all of their liabilities on a given day, may now be put into distress.    It is this fear over going into a death spiral caused by traders driving credit default spreads wider while shorting the underlying stock which likely drove John Thain to sell Merrill Lynch to Bank of America last week-end.  Having seen what happened to Bear Stearns and Lehman Brothers, this seems a logical strategic move. 

We are hearing financial company CEOs excoriated in the popular press as being greedy and incompetent (or worse).  They are walking away with millions of dollars while shareholders, dislocated employees, and American taxpayers are left holding the bag.  Some of this type of sentiment is understandable, but let us not forget to acknowledge those who have stepped into the breach when they had no need to.  John Thain is a former Goldman Sachs executive and former CEO of the New York Stock Exchange who came in to run Merrill Lynch.  Edward Liddy, the retired CEO of Allstate has come in to run AIG.  He believes that he can save the insurance operations of the company as an ongoing entity.  We can only wish him Godspeed.  David Moffet, a former Vice Chairman of US Bancorp, and Herb Allison, a former Merrill Lynch Executive and head of TIAA-CREF, have taken the lead roles at Freddie Mac and Fannie Mae respectively.  I am sure that this list is by no means exhaustive. My suspicion is that none of these gentlemen need to work and, while I expect them to be well compensated for their labors, they have taken on enormous challenges and headaches that have the prospect of being thankless.  Bank of America shareholders should also be grateful for CEO Ken Lewis’ stewardship.  His acquisitions of Countrywide and Merrill Lynch seem to enhance the value of BAC’s franchise greatly.  Mr. Lewis was the subject of an article in yesterday’s USA Today that described him as “cold and dispassionate.”  I prefer to think of him as being focused, determined, and disciplined.

In closing, much of the turmoil that we have witnessed in the U.S. financial markets in the past few weeks relates to sentiment – a pervasive and extreme pessimism.  Whether we are at the point of maximum pessimism is anyone’s guess. Market bottoms seldom feel like bottoms at the time; in fact they feel bottomless. Let us reflect on legendary investor John Tempelton’s quotation that “Bull markets are born on pessimism, grow on skepticism, mature on optimism, and die on euphoria.”   The current environment seems to reflect more pessimism than euphoria.  Let us hope that recent government actions will return some semblance of sanity to the markets, and that we will see the uptick rule reinstated and the laws against naked shorting enforced.


                                                                          --Dean Morris, September 19, 2008

“If you can keep your head when all about you

Are losing theirs and blaming it on you:

If you can trust yourself when all men doubt you, 

But make allowance for their doubting too;

If you can wait and not be tired of waiting,

Or, being lied about, don’t deal in lies,

Or, being hated, don’t give way to hating,

And yet don’t look too good, nor talk too wise;

If you can dream – and not make dreams your master; 

If you can think – and not make thoughts your aim;

If you can meet with triumph and disaster

And treat those two imposters just the same;

If you can bear to hear the truth you’ve spoken

Twisted by knaves to make for fools,

Or watch the things you gave your life to broken,

And stoop and build’em up with wornout tools;

If you can make one heap on all your winnings

And risk it on one turn of pitch-and-toss,

And lose, and start again at you beginnings

And never breath a word about your loss;

If you can force your heart and nerve and sinew
To serve your turn long after they are gone,

And so hold on when there is nothing in you

Except the Will which says to them: “Hold on”;

If you can talk with crowds and keep your virtue,

Or walk with kings – nor lose your common touch;

If neither foes nor loving friends can hurt you;

If all men count with you, but none too much;

If you can fill the unforgiving minute 

With sixty seconds’ worth of distance run –

Yours is the Earth and everything that’s in it,

And  - which is more – you’ll be a Man my son!”

--Rudyard Kipling

