
A Road-Map for Troubling Times 
A man who fell asleep in 1790 and woke up in 1820 would have found the 
World a very different place: the ideals of the American Revolution were 
spreading, the French revolution had come and gone, Napoleon had slaugh-
tered a whole generation of European males, factories and mines were springing 
up, industry was replacing agriculture as the motor of the economy in Britain…. 
A man who fell asleep in 1890 would have found a very different world in 1920: 
the Ottoman, Hapsburg, Romanov and Qing dynasties had all come crashing 
down. The United States was the main power in the Western World, and Japan 
was the main power in the East. Germany was on its knees and France and Italy 
were not doing much better…. 
A man who fell asleep in 1990 will already find a very different world than the 
one he left behind: no more Soviet Union or communist threat but a simmering 
clash of civilizations, a once economically all-powerful Japan reduced to the 
rank of also-ran, a China and an India both struggling with internal contradic-
tions yet emerging as the World’s largest economic powers after the US, infor-
mation transmitted from one end of the globe to another at the press of a but-
ton, the human genome mapped…. 
Reviewing our recent History further convinces us that something deeply struc-
tural is happening in our markets. To illustrate this, we will make an honest con-
fession: if someone had come up to us eight years ago and told us that we 
would experience: a) a 75% wipeout on the Nasdaq, b) 9/11 and the anthrax 
attacks, c) Follow-up terrorist attacks in Madrid, Istanbul, London, Mumbai…, 
d) Costly wars in Afghanistan and Iraq, e) Enron, f) SARS & bird flu, g) Oil at 
US$110/bl, f) GM debt downgraded to junk (remember that GM is the fourth 
largest corporate bond issuer in the World), h) Katrina, i) Refco (the biggest 
commodity broker) imploding in the space of a week, j) a big conflict between 
Israel and Hezbollah that Israel would not win, k) the first year-on-year fall in 
US house prices in fifty years, l) The biggest loss in hedge fund history 
(Amaranth) followed by the biggest trading fraud in banking history (SG), m) a 
nuclear bomb detonation in North Korea n) Write-offs of hundreds of billions 
of dollars across financial institutions, and o) the near-bankruptcies of Northern 
Rock, Bear Stears, and IKB… then we would have likely concluded that the 
best thing to do was to head to our lake house in Oklahoma, load up on guns, 
cartridges, canned goods and bottled water and wait it out… If that same per-
son had told us that, in the US and in most other countries over that period cor-
porate profits would be reaching record highs and that a number of markets, 
including the DJIA, the Hang Seng, the Indian Sensex, Brazil, Australia, Korea, 
Indonesia... would, over the course of this period be hitting all-time highs, along 
with oil, copper, wheat, coal etc... We would have been dubious. If the same 
person had told us that, over the same period, the VIX index would record all-
time record lows, we would definitely have called for the men in white coats 
with the van and the padded room. 

1– Are the Chickens Now Coming Home to Roost?  
Of course, maybe the market went through a massive willing temporary suspen-
sion of disbelief and the chickens are finally coming home to roost? The fact 
that January 2008 was the worst January on record for almost all global equity 
markets and the fact that real estate markets in most OECD countries seem to 
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now be heading south may point in that direction. The general media is definitely 
full of enough doom and gloom to help think that the world is indeed now com-
ing to an end. 
The recent bout of market weakness led legendary investor George Soros to pro-
claim that we are now facing “the worst market crisis in 60 years” (Financial Times, 
January 23rd 2008). In his article, George Soros offers the clearest and most per-
suasive “case for the prosecution” explaining how the world economy and finan-
cial system got into today’s crisis.  
Soros’ first insight is that this crisis is more than just a typical boom-bust cycle, of 
the kind often experienced by financial markets. This cycle, he contends, marks 
the climax of a 60-year boom in consumer borrowing and credit growth. This has 
produced excesses in banking, asset values and financial innovation which will 
take years, or even decades, to unwind. Economies addicted to easy credit will be 
devastated if their banking systems now suffer a long-term decline, which is what 
Soros’ 60-year “super-cycle” inevitably implies.  
His second insight is that the reversal of “the 60-year super-boom” in credit will 
damage America more than other economies and will thus end the global domi-
nance of the dollar and shift the balance of power in the world economy to the 
creditor countries of Asia and the Middle East. Both these points are absolutely 
valid, but the reversal of credit growth, the slowdown in US consumption and 
the shift in economic power towards Asia are a matter of degree. They will all 
undoubtedly happen, but there is no reason to suppose – and no evidence so far 
– that these shifts will be so abrupt as to cause a serious recession, still less the 
greatest economic crisis of the past 60 years.  
Soros’ third, and most important, insight is that the two economic super-cycles 
he describes –in global credit and in US consumption - were themselves part of 
an even bigger super-cycle in politics and ideology. The excesses of financial in-
novation and consumer spending were encouraged by financial deregulation, 
based on an ideological belief that the market was always right and could solve its 
own problems.  
This ideology of “market fundamentalism” ignored, in Soros’ view, the funda-
mental driving force of all boom-bust cycles, a process he calls “reflexivity”. Be-
cause markets are driven not by reality but by investors’ often misguided views 
about reality, prices tend to overshoot on the way up (when everyone is too bull-
ish) and also on the way down. But as investors chase prices up (and then down), 
they change economic reality and thereby justify their own expectations. This is 
the process now threatening the world economy: the collapse of confidence in 
the US banking system is changing reality and causing a recession which, in turn, 
will justify investors’ fears of further catastrophic deterioration in the banks. This 
is one roadmap. Ours is different. 

2– Our Road-Map  
As highlighted by George Soros in his article, the credit cycle is no longer in an 
ascendance phase. Needless to say, this is a very important change. But is it a cy-
clical event? Or a structural turning point?  
At GaveKal, we have argued at length over recent years that one of the driving 
forces of the financial markets was the “financial revolution” which was quietly 
moving from the US and other Anglo-Saxon countries unto the rest of the world. 
Today, this financial revolution seems to be, at the very best, “put on hold”. So 
what impact should that have on our investment decisions? 
Moreover, this is not the only important change to occur to our roadmap since 
we published Our Brave New World and The End is Not Nigh. As we write, we are 
seeing some important policy changes in the US, Europe, but especially in Asia 
(see The Circle of Manipulation Comes to an End). These should be incorporated into 
any thinking. 
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In the coming weeks, we will be publishing a book entitled “A Roadmap For Trou-
bling Times” - we will of course send as many copies of the book to clients who 
request it. This new book is meant to follow through on the work we presented 
in Our Brave New World and The End is Not Nigh. And, as its title implies, this new 
book is our attempt to provide some points of direction at a time when most in-
vestors feel some confusion where they stand and where the world is heading. 
But we of course realize that most of our clients may have neither the patience, 
nor the time, to plow through a 250 page book. Consequently, we felt that pro-
viding a “Cliff Notes” version of the book would be useful. 

3– Dividing the World 
Our more faithful readers will, by now be familiar with the diagram below which 
portrays our belief that asset prices are typically driven by changes in economic 
growth (i.e.: growth typically drives the E in the P/E) and inflation (which often 
drives the P in the P/E). 

One of the errors we made in the mid-1990s was to assume that the whole world 
had to be in the same quadrant (we assumed that since the US was experiencing a 
deflationary boom, Japan would as well). In fact, through policy errors, or demo-
graphic changes, or simple differences in economic structures, different regions 
can easily experience different stages of the inflationary bust-deflationary boom 
quadrant. And, as we highlighted in The Inflationary Bust?, we may be in such a pe-
riod today since the US and Europe are increasingly showing signs of an infla-
tionary bust while Japan remains stuck in a deflationary bust and emerging mar-
kets are clearly evolving in an inflationary boom. 
And, very unoriginally, the distinction we find the most important today is the 
one between OECD countries and emerging markets. We should thus start this 
roadmap building exercise by reviewing the heavy trends in the emerging markets 
and in the OECD.  

4– The Emerging Markets’ Heaviest Trend 
As a result of the Mexican, Asian and Russian crises of the mid and late 1990s, 
we have witnessed, over the past decade, an unprecedented increase in savings 
across almost all emerging markets (there are a few exceptions such as Venezuela, 
Latvia, Hungary, Romania…). This increase in savings was deliberately encour-
aged by governments through artificially low exchange rates (which discourage 
consumption and encourage investments); this, of course, has been a long stand-
ing GaveKal theme (see The Circle of Manipulation) and the excess in savings can be 
seen in the extraordinary levels of foreign exchange reserves accumulated by the 
various Asian and emerging market countries over the last decade. 
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As the chart above clearly illustrates, there is one emerging market which stands 
heads and shoulders above all others: China (for this reason, we spend a good 
hundred pages of our soon to be published book reviewing the drivers of China’s 
growth). In fact, we believe that it is fair to say that, in the past five years, the 
emergence of Chinese demand has become a stabilizing factor for the other 
emerging markets, especially those in the commodities producing area. Indeed, 
with its apparently insatiable thirst for raw materials, China has helped a num-
ber of African, Middle-Eastern and Latin American countries move away 
from the verge of bankruptcy and into outright comfortable solvency for 
the first time in the past thirty years. Almost everywhere one cares to look in the 
emerging market space today, one finds countries with large current account sur-
pluses and ample and growing foreign exchange reserves (there are exceptions, 
mostly located in Eastern Europe).  And, as a result, these countries can consider 
investing in their long-term domestic infrastructure for the first time in thirty 
years (see The Asian Infrastructure Boom Continues). In other words, five years of 
trade with China has succeeded in achieving what thirty years of  foreign aid from 
the West had been unable to!  
In the meantime, we have started what is most likely the biggest boom in infra-
structure spending that the world has ever seen. And this infrastructure spending 
boom goes from the build-out in roads, airports, rail to refineries, power plants, 
telecom networks, etc… According to some studies that we have seen, the 
amount of investments in infrastructure over the next decade could top US$21tr 
or nearly twice the US GDP! Now when it comes to infrastructure, it must be 
understood that investments in infrastructure typically take place in five steps: 
1. Securing the financing for a project: This should be no immediate prob-

lem as the current batch of investments can easily be paid for with the past 
decade’s savings. Thus, the fact that the OECD banking system may be bro-
ken (more on that later) should be irrelevant in so far as the needed money is 
already here waiting in cash, or in OECD bonds. However, we should expect 
part of the new investments to be financed through the issue of bonds in lo-
cal currencies. As such, the next decade should witness the emergence of 
genuine local currency bond markets across emerging markets. Similarly, 
some of the investments will be quoted (i.e.: Beijing Airport), offering new 
and opportunities for diversification to savers all over the world. 

2. Designing the infrastructure: This is the highly knowledge-intensive part of 
the process and here a point must be made: not all countries have the intel-
lectual wherewithal to be able to complete this part of the work. This should 
open massive export opportunities for specialized firms in the Western 
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World (Siemens? GE? ABB? Mitsubishi?...) though it must also be noted that 
some Korean and even Chinese firms (Hyundai Engineering, Daelim Indus-
trial, GS Engineering…) are rapidly trying to gain market share in that field. 

3. Building the infrastructure. This is the very labor intensive part of the 
process. Fortunately, in most emerging market, we have plenty of excess la-
bor to use. And even in the areas that lack the excess labor (i.e.: UAE, Saudi 
Arabia, Kuwait…) we can expect some labor to move from where it is in ex-
cess (i.e.: India, Pakistan, Bangladesh…) and fill the void. After all, the US 
railways were built mostly with Chinese labor; maybe the Middle-East infra-
structure can be built with workers from the sub-continent? A point needs to 
be made though: such massive movements of labor can create political ten-
sions (there were anti-Chinese movements in California in the 19th century).  

4. Running the infrastructure. Again, this should be mostly a local effort, with 
the exception perhaps of the most sophisticated investments (i.e.: nuclear 
power plants? Desalination plants? etc…). 

5. Improving and maintaining the infrastructure over time. On this final 
part of the process, we should find the same firms we found in the second 
part of the process (designing the infrastructure) and needless to say, this 
could lead to very lucrative markets for the right firms. 

This massive build up in infrastructure is most likely behind the rise in prices of 
energy and metals. And here, we must admit that, while we understood and wrote 
about the size of the coming boom in infrastructure, we certainly underestimated 
its impact on commodity prices. Or, to put it another way, we overestimated the 
supply that was supposed to come to the markets, and underestimated the time 
for the increase in supply to arrive. Thus, commodity prices have remained 
higher for longer than we expected, and this, in itself, is leading to another huge 
change in the terms of trade between the OECD and the rest of the world (more 
on that later). 
The improvement in the emerging markets’ domestic infrastructure should lead  
to an acceleration in the internal migration away from the countryside and to-
wards the towns. In turn, this requires a considerable investment in housing, 
power plants, sewer systems etc… Housing is thus going to continue being a 
growth sector in most emerging markets (but not in the OECD). And, on this 
front, one has to think that the role of local banks will be predominant. 
The combination of the boom in infrastructure investments, plus the networking 
effect (see N(N-1)/2) and the acceleration phenomenon implies that in a sus-
tained rate of growth, some sectors (at the right end of the distribution of income 
in the Bell curve) will have growth rates at two to three times the average growth 
rates of the underlying economies for many years to come still. The sectors that 
come to mind are mortgage issuances, health care, education, tourism, money  
management, insurance, telecom services... 
If Ricardian growth is the growth attributable to a better utilization of either capi-
tal or labor (see Our Brave New World), then the big increase in infrastructure 
spending across the developing world should trigger one of the strongest periods 
of Ricardian growth ever witnessed in History. Indeed, as the law of comparative 
advantage allows anyone to have a higher standard of living simply by specializing 
in what one is best at, then the increase in infrastructure should offers individuals 
all around the world choices their forefathers never had. This is great news. 
Some more mundane things like the change in the food tastes of the population 
should also be mentioned. After all, the biggest change in the food habits in the 
OECD was created when the Boeing 747 started to be mass produced, and al-
lowed fresh food to be delivered anywhere in the world from the point of pro-
duction, within two days (we have been told that the main reason Cathay main-
tains a daily flight to Colombo is that the luggage haul is loaded with freshly 
fished tunas which retail for a small fortune in both Hong Kong and Tokyo).   
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6– The OECD’s Liabilities and Assets 
When one turns to the OECD countries’ structural trends, one is almost immedi-
ately drawn to the deteriorating demographic structure. And while the deteriora-
tion is not blatant everywhere (i.e.: the US, UK, France…) in too many OECD 
countries, the population is now starting to age very fast (Japan, Germany, It-
aly…) and the ratio between the working and non-working part of the population 
is dropping very quickly. At the same time, most rich Western nations are seeing 
a significant lengthening of life expectancies (which is good news) and substantial 
increases in healthcare costs (which is less exciting). And all these trends beg the 
question of how the Western World’s old people will be paid in their old age? 
One possible answer, of course, is that the retirement age simply gets pushed 
back. This is what is already happening in a number of countries whose traditions 
include a social dialogue relatively free of tensions (i.e.: Scandinavia)… but in 
other countries, this option is a hard one to bring up (i.e.: note the strikes in 
France this autumn). 
The second thing that catches the eye when looking at the OECD’s long term 
pension problems is the wide discrepancies between countries. Certain countries 
have huge unfunded pension liabilities (Greece, Italy, Spain, France…) while oth-
ers are decently funded (UK, US…) and sometimes even over-funded (Sweden? 
Australia?). Thus the question in investors’ minds should still be (see Go Young, 
West Man), we believe, how the unfunded pension obligations of some nations 
will be honored in the future? 
Given Murphy’s Law, we should probably not be surprised to see that the coun-
tries with the greatest unfunded pension liabilities are typically also the countries 
with the most worrying budget situations (i.e.: Greece, Italy…). In The End is Not 
Nigh we argued that this deteriorating situation had been masked by the very low 
real rates that these countries were able to borrow at (the result of the emerging 
markets’ excess savings). But, if emerging markets now go through a large infra-
structure spending boom and start to cut back on their saving, then nothing guar-
antees that real rates are going to remain as low as they are today.   
To summarize the bad news, it seems that quite a few countries in the OECD are 
going to suffer from a demographic problem (aging of the population), unfunded 
pension liabilities and alarming budget deficits. But this combination need not be 
lethal. For example, in the past, it has been dealt with successfully by the Swedes, 
the Australians, the Canadians, the Brits, etc… but it requires huge changes in 
economic policies that may be achievable in certain countries and not others. 
More importantly, it is not all doom and gloom for the OECD. After all, most of 
the “knowledge” in the world is still concentrated there. We find this knowledge  
in universities, in research centers, think tanks, and, most importantly, in compa-
nies (see The Innovation Boom). And if we are moving, as we believe, to an increas-
ingly knowledge-based economy (see Things Are Different This Time) and if the de-
velopment of the non-OECD world has to incorporate a huge amount of knowl-
edge, then the tremendous growth happening outside of the OECD will lead to a 
massive increase in the demand for knowledge for which there is today only one 
major supplier: OECD countries. 
Needless to say, we are not trying to argue that knowledge can only be found in 
the OECD; after all, we have written several pieces (see China Exports Deflation) 
on how China’s growing machinery exports were reshaping the entire industrial 
structures of other emerging markets. But today, most of the inventory of knowl-
edge still resides in the OECD. Whether this will still be the case in twenty years 
remains to be seen, but we will have plenty of time to monitor the developments 
in the knowledge based economies between now and then…. 
The second reality is that profit-maximizing companies are quick to adapt and a 
number of them have already adjusted to the global environment we describe, 



Page 7/10 GaveKal Research 

GaveKal Ad-Hoc Comment 
 
 
 

 
 
 
 
While the other advan-
tage is its transparent 
legal system. 
 
 
 
 
 
 
 
 
 
 
 
 
 
However one looks at it, 
it is hard to see dispos-
able incomes rising in 
the OECD. 
 
 
 
 
 
 
 
 
 
 

inventing a new business model we have dubbed the “platform company” model. 
This new form of organization allows companies to optimize the use of their as-
sets in unforeseen ways, and makes them quite independent from the vagaries in 
the cost of money and labor. As we described in Our Brave New World, a good 
platform company tends to be in positive cash flow all the time and can relocate 
production across the globe decently rapidly. Thus, while the political and social 
systems in the OECD might be more fragile then most people expect, the same 
cannot be said of the companies quoted, or operating, from the Western World. 
Finally, it must be said that it is in the OECD that we find the strongest legal sys-
tems, and the relationships between a solid legal system and decent economic 
growth is, by now, undeniable. It is in the OECD that we find the strongest laws 
protecting intellectual property. It is also in the OECD that we find efficient laws 
to deal with bankruptcies and courts of justice truly independent from govern-
ments and political powers. This is a colossal comparative advantage, which 
should not be underestimated (and hopefully not squandered!). 
In other words, OECD countries are not entering this new era armed only with  
liabilities. They also do have some assets! 

7– Putting It Together 
By now, it seems obvious that the first big change investors have to confront is  
that the growth in the world will come from different sources than in the previ-
ous decades. In the previous decade, most of the growth came from European or 
American consumers. In recent years, this growth was to a certain extent “asset 
backed”, because of what we came to call the “financial revolution”. This revolu-
tion, which allowed assets previously illiquid to become liquid through the inter-
vention of financial intermediaries allowed for large increases in the wealth of 
consumers all over the OECD area, simply because the risk premium on a liquid 
asset is lower than the risk premium on illiquid assets (in other words, as houses 
became ATMs, their value went up). This revolution also allowed a huge growth 
in the financial industry, from real estate brokers to private equity funds, to  
hedge funds and fund of funds simply because of the excess liquidity generated 
by the liquefaction process. 
At best, this process is now interrupted and it is hard to see a significant rise in 
disposable incomes in the OECD in the near future (temporary tax rebates 
aside). After all, as salaries did not really rise that much during the boom, it is 
hard to see how they could increase in a slow-down or a recession… In fact, as 
visible on the chart below, unit labor costs in the US already appear to be rolling 
over hard: 
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Looking at the above, it is hard to escape the conclusion that one should not ex-
pect any significant growth in consumer spending for years to come emanating 
from the US, or greater OECD. Instead, the growth will come, as we have al-
ready mentioned from infrastructure spending, housing, consumption, financial 
services etc… outside of the OECD. 
We are thus in front of a massive structural adjustment somewhat reminiscent to 
what happens at the end of wars. During the war, everybody builds tanks, war-
ships and rifles. Then, when the war stops, the production lines have to adjust 
and start producing cars and washing machines. Such an adjustment rarely hap-
pens over a few weeks, and it is a well known fact, that after every war, econo-
mies typically go through a significant “adjustment recession”. To some extent, 
the same thing is happening today: we are moving from a world where the 
world’s producers had their assembly lines geared to matching the demand of the 
OECD consumer into a new world where the production will have to shift to 
capital goods, housing, consumption, services etc for emerging markets.  
And of course, this will take some time; after all, this could be the biggest peace-
time shift that we have seen since the emergence of American or German indus-
trial powers at the end of the 19th century! But hopefully, we may be moving 
from a “demand-led cycle” world driven by some Keynesians strongholds 
(government spending in Europe, consumer borrowing and spending in the US) 
to a “supply-led cycle” world, where capital spending is at the beginning of the 
cycle, and consumer spending at the end (see Theoretical Framework for the Analysis 
of a Deflationary Boom). Needless to say, such an evolution is very bad news for the 
OECD governments: they will have a very hard time justifying their current sizes 
and the results that they will achieve. 

8– The Deterioration in the Terms of Trade 
However one cuts it, it is hard to escape the conclusion that the OECD con-
sumer (whether public or private) should, over the coming years, see a rapid dete-
rioration in his terms of trade. After all, whatever he is selling keeps going down 
in price (especially if he is based in the US). Meanwhile, with the Asian currencies 
just now starting to revalue, whatever our Western consumer buys from Asia is 
unlikely to fall much in price and, to add insult to injury, he has to pay a lot more 
for the commodities that he has to buy anyway (food, energy etc...). In other 
words, while the emerging market crisis of the late and mid 1990s triggered a 
massive transfer of purchasing power from the emerging markets to the OECD, 
the recent rise in commodity prices combined with the coming Asian revaluation 
promises to reverse that purchasing power transfer. In short, we should get used 
to the fact that the Western consumer’s disposable income will at best stagnate, 
and in some instances even fall.  
In turn, this should put some governments in a bind since the fact that the eco-
nomic system was built to service the OECD consumer had not escaped the tax 
authorities. As a result, over recent decades, a great number of countries and local 
authorities moved to different kinds of consumption taxes (VAT, sales taxes 
etc…) to boost their receipts. But what happens now if, in some Western coun-
tries, consumption remains flat or even goes down for a few years? Will that not 
place our governments in fairly acrobatic financial situations? Should tax receipts 
start to fall, things could then become rather interesting quite quickly as far as 
budget deficits are concerned. If, at the same time real rates go up, then some 
Treasury departments may go through some kind of “perfect storm”.  
And real rates are going to go up for all the money which was parked in our gov-
ernment bond markets to subsidize government expenditures or private con-
sumption (through higher house prices) will be leaving the bond markets (it has 
left already the real estate market) to be used in infrastructure spending. Thus, 
real rates should return to their historical average, which is equivalent to the 
growth rate of the economically dominant country. In the last 50 years, this was 
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the US, with a growth rate of around 3.2%. So the average Wicksellian neutral 
equilibrium real rate over the period was 3.2% - as an aside let us hope that the 
dominant country does not become China, with a growth rate of 7%!. 
Jokes aside, we have to take into account three very important changes for our 
investment roadmap: 
• The fading away of the OECD consumer as a main source of final demand 

and its replacement by infrastructure spending in the emerging markets 
• The repositioning of the global production process 
• The coming rise in real rates - a rise which has started for the private sector, 

but has been postponed for the public sector by the current financial panic 
These three trends will have huge investment implications all over the world, 
which we must now try to outline. 

8– Investment Conclusions 
This world of accelerating creative destruction and dramatic changes undeniably 
presents a daunting challenge to investors. So should we just give up on trying to 
figure out the growth trends reshaping the globe and simply put all of our money 
in a global equity index fund? Is the answer, as some argue, to throw our hands 
up, admit that the world is too complicated to understand, and entrust our capital 
to computers?  
There is little doubt that indexation is the cheapest way of capturing the attractive 
long-term returns offered by the capitalistic system. From there, it would be easy 
to deduce that one should have all of one’s portfolio indexed. But this conclusion 
would be wrong, for indexation works on three basic premises, legitimate at the 
microeconomic level, but chaos-inducing on a macro scale. They are: 
1. Active money managers allocate capital according to what they perceive to be 
the future marginal returns on invested capital (ROIC). 
2. Few active (stock selection) money managers will outperform the indices over 
the long term. 
3. Very few active money managers will add value through asset allocation. Mas-
sively diverging from indices does not work. 
These three founding principles are fine on their own but internally contradic-
tory. Indeed, the system can work only as long as active money managers attempt 
to do the job for which they are paid i.e., allocating  capital according to what 
they perceive to be the future ROIC in the different investments which they con-
sider at any given point in time. Most of them will fail, but the process of screen-
ing for future ROIC is vital for the well being of the capitalistic system. Winners 
emerge, losers collapse. In this creative destruction (or is it destructive creation?), 
capital is allocated efficiently through a constant system of trial and error. 
In an ironic twist of History, in its hour of triumph over communism, capitalism 
devised a socialist way of allocating capital. All of a sudden, investors all over the 
capitalist markets decided that it was better to invest in companies according to 
their size than according to their marginal returns on invested capital (indexed 
money represents capital allocated according to size, rather than future returns on 
invested capital). This allocation of capital according to size was tried out before, 
and, the last time we checked, the Soviet Union was not doing that well!   
Very encouragingly, in recent years, capital has flowed away from indexing and 
into a new breed of managers, namely hedge funds. By creating a class of abso-
lute return oriented money managers, the system has effectively recreated the 
cautious money managers of yesteryear, bent on delivering steady and under-
standable returns. One hopes that these fellows, willing to do their jobs (i.e. incur 
a high tracking error) will continue take to the cleaners the indexers and closet 
indexers. The more and the quicker they do it, the better for the long-term health 
of our economic systems. 
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Now of course, on this last point, we could be accused of singing from our 
hymn-book. After all, GaveKal, has been a massive beneficiary of the growth in 
the hedge fund industry and today, some 40% of our research sales come from 
hedge fund clients. But the growth of the hedge fund industry has been more 
than just a financial boon for GaveKal; indeed, our constant contacts with our 
hedge fund clients around the world have allowed us to better understand how 
different strategies can make money in different markets. 
Breaking down the fields of hedge fund activity (merger arbitrage, convertible 
bond arbitrage, index arbitrage etc…) it seems to us that a typical hedge fund 
makes money in one of three ways (of course, a money manager is never limited 
in his choices. In fact, some of the best money managers we have met over the 
years usually play two, or even three of the below strategies at the same time): 
1- Through ‘Return to the Mean’ Strategies:  The first way to make money in 
the financial markets is to buy what is undervalued/oversold and to sell what is 
overvalued/overbought and wait for the asset price in question to return to its 
historical mean. This is the strategy adopted by most ‘value’ managers, but also 
frequently a number of ‘macro-funds’, ‘distressed-debt’, ‘special-situations’, etc… 
2- Though Momentum Based Strategies: The second way to make money in 
the financial markets is to identify a trend and get in (and out) at the right time. 
Most money managers do try to invest following momentum, but it is especially 
prevalent amongst ‘growth’ investors, ‘macro-funds’, and ‘long/short’ hedge 
funds. 
3- Through Carry Trade Strategies: The third and final way to make money in 
the financial markets is to play intelligently the yield curve (i.e., borrow at low 
rates and lend at higher rates…and hope that the markets remain continuous.).  
Most of the ‘arbitrage’ type of hedge funds run some kind of carry trade.   
Reviewing this dichotomy with our much missed friend Hunt Taylor (a man who 
could forget more about hedge funds in a day than we could hope to learn in a 
lifetime), Hunt told us: “and remember, the carry-trade strategies tend to eat like 
birds and shit like cows”. To put it more politely, one could say that a lot of the 
carry-trade strategies pick up nickels in front of a steam-roller and that, unfortu-
nately, every now and then, one gets steam-rolled.  
This conversation with Hunt came back to us this summer on the news that 
many quant hedge funds, funds that had been making money selling volatility, 
and various credit arbitrage funds were facing the worst month in their History. 
And since then the situation has hardly improved. These troubles illustrated a 
simple truth, in periods of endogenous tensions, carry-trade strategies offer poor 
diversification for a portfolio. In fact, in such periods, it is often better to have 
“negative carry-trades” on as those typically offer tremendous protection. 
This much has been clear in recent months. Think about how long positions in 
the Yen helped save portfolios returns in August and November 2007. Or how 
buying protection on sub-prime debt helped Paulson & Co, but also our friends 
Kyle Bass (of Hayman Capital) and Mark Hart (of Corriente Capital), post re-
turns in 2007 that were beyond impressive. It thus follows that carry can be a 
dangerous game. The rule should be to look for positive carry in the most un-
crowded of areas and to accept negative-carry in the areas where an endogenous 
shock is possible because of recent excesses. 
So, with all that said, what are today’s momentum, return to the mean, 
positive carry and negative carry trades? Unfortunately, we are now running 
out of pages, so clients will have to turn to our forthcoming book, A Road-Map 
for Troubling Times for the answer. 
 
 
 


