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is “Have we reached the 
point of maximum pessi-
mism?”  Unfortunately, 
no one knows the answer 
to this question until it is 
too late.  However, the 
evidence is mounting that 
this moment is within 
reach. 

 

 

 

Fastest 12 month  
decline on record. 

Welcome to the first edi-
tion of our investment 
newsletter.  To some, the 
title “maximum pessi-
mism” may seem like an 
unusual name for a letter 
offering investment ad-
vice to its readers.  Yet 
others will instantly rec-
ognize the contrarian 
spirit and message of op-
timism revealed in this 
expression.  The term 
“maximum pessimism” 
was coined by Sir John 
Templeton, who said: 

“Bull markets are 
born on pessimism, 
grow on skepticism, 
mature on optimism 
and die on euphoria.  
The time of maximum 
pessimism is the best 
time to buy and the 
time of maximum op-
timism is the best 
time to sell.” 

We created our newslet-
ter to offer contrarian 
investment advice and 
opinions in the same 
spirit as Sir John who 
mentored us in our own 

professional investment 
careers.  Since the bear 
market took hold in July 
of 2008 we have noticed 
a sharp lack of clear 
thinking on how to take 
advantage of this situa-
tion.  Investment results 
that are better than the 
market rely upon behav-
ing differently than the 
market.  The first step in 
this process is to think 
differently than the mar-
ket.  Our goal is to pre-
sent investment options 
for those willing to be-
have differently than the 
market.  We are careful 
to note however, that we 
act in the framework of a 
bargain hunter searching 
for superior long-term 
investment results over 
the coming years. 

For anyone investing in 
the market today it is easy 
to appreciate that world-
wide stock prices are in 
the midst of what appears 
to be a mad dash to the 
point of maximum pessi-
mism.  One question we 
often receive as managers 
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To begin, there are some 
historical relationships to 
consider that can go a long 
way in providing us with 

some perspective on the 
current bear.  Importantly, 
as we examine the relevant 
measures there are reasons 

to be optimistic.  To begin, 
let’s take a look at the last 
19 bear markets in the S&P 
500. 

HOW THIS BEAR COMPARES 

THE 
CURRENT 

BEAR 
MARKET 

STACKS UP 
WELL WITH 
THE LAST 19 
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Bear Market Start Date Length in Months Total % Decline 

November 1916 13 -43% 

July 1919 25 -35% 

September 1929 34 -86% 

September 1932 5 -41% 

July 1933 32 -34% 

March 1937 12 -55% 

November 1938 41 -46% 

May 1946 37 -30% 

August 1956 14 -22% 

December 1961 7 -28% 

February 1966 8 -22% 

November 1968 18 -36% 

January 1973 22 -48% 

September 1976 18 -19% 

November 1980 21 -28% 

August 1987 4 -35% 

July 1990 3 -20% 

July 1998 3 -20% 

March 2000 31 -49% 

October 2007 14 & Counting  -52% 
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As we can see from the 
historical record, the good 
news is that this bear mar-
ket that began in October 
2007 is already on par with 
all but the worst, which 
occurred in 1929.  Most 
value investors with a 
healthy perspective can 
appreciate that historical 
crises present equally his-
torical opportunities.  Act-
ing on this belief can be 
another matter.  The prob-
lem is that the psychologi-
cal inertia to putting 
money into the market is 
never greater than when 
these opportunities present 
themselves.  If this were 
not the case, investors like 
Warren Buffett, John 
Templeton, and Peter 
Lynch would be considered 
ordinary rather than excep-
tional. 

The urge to withdraw 
money from current hold-
ings and place it in cash is 
overwhelming, if not com-
forting.  We often hear 
“professional investors” on 
television say, “well, I am 
going to cash until the mar-
ket calms down and then I 
will go back into stocks 
when conditions improve.”  
Sounds nice right?  Avoid 
this classic mistake.  The 
logic at work here is that 
this investor can time the 
market.  Most often these 
people sell well after they 
have been gashed by the 
bear and only return to 

chase the bull as it stam-
pedes away.  This may feel 
“safer” but it is an illusion 
that comes with the heavy 
cost of mediocre invest-
ment results.  Further-
more, we emphasize that 
market timing is not really 
investing at all, but mere 
speculation.  Remember, 
as hard as it may be, you 
must behave differently 
from the crowd to produce 
superior results.  Besides, 
history shows that if you 
are not already in the mar-
ket when things look their 
worst then you are nearly 
guaranteed to forfeit be-
tween 20-25% of the re-
turns that come in the ini-
tial rush off the bottom.  In 
the table below we present 
examples dating back 50 
years of how quickly re-
turns accrue in the months 
that directly follow the 

trough in a bear market 
(which no one can discover 
until after the fact). As evi-
denced in the table below, 
if you take the approach of 
waiting for an improve-
ment in the stock market 
you will very likely miss 
out on precious returns.  
Simply put, these are the 
rewards for sticking it out 
or even better, adding to 
your investments when 
things look grim.  Instead 
of waiting for the market 
to turn upward, perhaps 
you have decided to wait 
for earnings per share to 
improve in the companies 
you are targeting for in-
vestment before investing.   
Sounds smarter than the 
first approach, but once 
again you will get short-
changed.   

  

WOUNDED BY THE BEAR? DON’T MAKE IT WORSE 

HISTORY SHOWS 
THAT IF YOU ARE 
NOT ALREADY IN 

THE MARKET WHEN 
THINGS LOOK THEIR 
WORST THEN YOU 

ARE NEARLY 
GUARANTEED TO 
FORFEIT BETWEEN 
20-25% OF THE 

RETURNS THAT COME 
IN THE INITIAL RUSH 

OFF THE BOTTOM.   
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Returns in the S&P 500 Following the Bear Market Trough

1 Month 3 Month 6 Month
Trough

Oct-57 5% 6% 10%
Jun-62 9% 7% 20%
Oct-66 10% 13% 22%

May-70 6% 17% 24%
Oct-74 17% 14% 31%
Aug-82 19% 36% 45%
Dec-87 14% 19% 19%
Oct-90 8% 7% 28%
Oct-02 13% 19% 11%

Average 11% 15% 23%

In the table on page 4, 
we can see that dating 
back 100 years the mar-
ket anticipates and moves 
well in advance of im-
provements in EPS. 
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Armed with this knowledge it 
should be relatively clear that 
investors simply cannot afford 
to stay on the sidelines until 
after the stock market or the 
underlying fundamentals im-
prove.  At the same time, the 
task of putting money into the 
market when it resembles Ni-
agara Falls is a legitimate con-
cern.  Fortunately, there are 
time-tested and historically 
successful methods that can 
help maximize both the safety 
and ultimate return to be 
gained from prudently adding 
money to the market as it 
searches for the point of maxi-
mum pessimism. 

Foremost perhaps is to recall 
that the time honored way to 
increase the safety of your in-
vestments is to diversify.  This 
is well known, but often for-
gotten.  To put it succinctly, 
Sir John Templeton once said: 

“The only investors who 
shouldn’t diversify are 
those who are right 100% 

of the time.” 

Luckily Sir John also imparted 
with us one method to easily 
accomplish this task when mar-
ket conditions look their abso-
lute worst.  Buy closed end 
funds trading at a 30% discount 
to their NAV.  It is likely that 
most investors have had little 
experience with these securities, 
but not because they are new 
and innovative, but instead quite 
opposite.  Most investors who 
know of these vehicles probably 
consider them arcane or out-
moded since they are in fact the 
first form of a mutual fund; the 
predecessor to the  more popu-
lar open end fund. 

Let’s now take a little bit closer 
look at these investments and 
exactly what makes them so at-
tractive and useful for putting 
money to work near the point of 
maximum pessimism. 

1.) Closed end funds do not re-
ceive subscriptions and redemp-
tions from investors.  Therefore 
the fund manager is not forced 

to liquidate holdings to meet re-
demptions; an event likely to oc-
cur at the worst possible time 
(near the bottom, when the most 
bargains are available). 

2.) Closed end funds can actually 
offer a better bargain than simply 
buying the same stocks in the 
open market when the fund 
trades at a discount to its NAV. 

3.) Historically deep discounts to 
NAV tend to occur when the 
stock market is in a crisis or panic 
mode.  The same discounts tend 
to narrow as sentiment improves 
in the underlying asset.  

4.) Purchasing closed end funds 
at 20-30% discounts to NAV has 
historically produced returns 2-3 
times greater than the compara-
ble index while offering similar 
levels of diversification. 

  

ANTICIPATE RATHER THAN REACT 

STOCK 
MARKET 

ADVANCES 
AHEAD OF 

THE 
EARNINGS 
RECOVERY 
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Changes in Annual EPS Growth versus Stock Market Returns in the S&P 500

Annual EPS Decline S&P 500 Return
1908 -12.1% 37.4%
1911 -19.2% 0.7%
1918 -22.7% 16.2%
1921 -63.8% 7.3%
1927 -10.5% 30.9%
1938 -43.4% 25.2%
1942 -11.2% 12.4%
1951 -14.1% 16.5%
1958 -14.2% 38.1%
1970 -10.9% 0.1%
1975 -11.5% 31.5%
1982 -16.2% 14.8%
1991 -14.8% 26.3%

-20.4% 19.8%
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To bring these ideas into 
better focus we will now 
review some actual closed 
end funds and how their 
performance has fared 
when purchased near their 
historically low discount to 

NAV.  In the chart below 
we present the historical 
returns of closed end funds 
that were purchased at his-
torically low discounts to 
NAV and then later sold 
when the fund trades at a 

premium to NAV of ap-
proximately 10%.  The 
results in most cases lead to 
returns well in excess of 
the comparable stock mar-
ket index. 

 

HISTORICAL CLOSED END FUND DISCOUNTS 
30% DISCOUNT 

TO NAV 
HISTORICALLY 
REPRESENTS A 

POINT OF 
MAXIMUM 
PESSIMISM   
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As we put this strategy to work 
we employ a few refining met-
rics to narrow the field of poten-
tial closed end candidates.  To 
start we recommend diversifica-
tion across geographies in this 
market since on the whole 
stocks are cheap across the 
globe.  Our second limiting fac-
tor is to focus on closed end 

managers who have successfully 
matched or exceeded their rele-
vant stock market index over 
time.  Our third and final screen 
was to eliminate managers who 
employ leverage in their funds 
since this represents an unneces-
sary risk factor in a period of 
thoroughly depressed market 
valuations.  After applying the 
abovementioned filters on the 

body of closed end funds available 
we arrived at the following recom-
mendations.  While investors may 
choose to cherry pick among these 
funds, we recommend a diversi-
fied “basket” approach to purchas-
ing in this instance, rather than 
trying to guess among the individ-
ual funds as to what will perform 
best or when. 

SOME CURRENT CLOSED END DISCOUNTS 

Purchasing Closed End Funds at Deep Discounts Historically Leads to Returns 3x the Index 

Fund Name Low Discount to NAV Low Discount Date Fund Return Index Return
Templeton Dragon Fund Inc -31.5% 3/31/2000 166.5% -18.2%
China Fund Inc -29.7% 8/29/1998 748.5% 43.3%
Taiwan Greater China Fund -29.5% 8/31/1998 22.1% 24.4%
Korea Equity Fund Inc -32.7% 3/31/2000 175.4% 83.3%
Singapore Fund Inc/The -25.5% 8/30/2002 252.9% 136.2%
New Ireland Fund Inc -29.9% 8/31/1998 196.6% 150.4%
New Germany Fund Inc/The -30.5% 8/31/1998 64.1% 65.3%
Swiss Helvetia Fund Inc -26.4% 8/31/1998 183.6% 81.4%

Average 226.2% 70.8%

Closed End Fund Table
Ticker Fund Name Country/ Region Focus Price Premium/ Discount to NAV

TDF Templeton Dragon Fund Inc China /  surrounding* 15.92 -18.49

CAF Morgan Stanley China A Share Fund Inc China A Shares 25.50 5.48

CHN China Fund Inc China /  surrounding* 20.57 -12.66

KEF Korea Equity Fund Inc South Korea 5.10 -19.61

SGF Singapore Fund Inc/The Singapore 7.23 -17.71

JEQ Japan Equity Fund Inc Japan 4.66 -19.51

SWZ Swiss Helvetia Fund Inc Switzerland 10.21 -22.66

USA Liberty All Star Equity Fund US 3.03 -23.81

* Fund also invests in countries and securities China related; i.e. Hong Kong, Tawain, etc
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In addition to purchasing 
closed end funds, yet an-
other way to increase the 
probability of achieving 
higher future returns in a 
bear market is through the 
purchase of shares in the 
asset managers.  The stocks 
of these businesses typically 
capture the “double-
counting” of both pessi-
mism and optimism during 
market periods when in-
vestor sentiment overrides 
the consideration of funda-
mentals.  When we take a 
closer look at how asset 
managers like your trusted 
mutual fund company 
make their profits it is easy 
to see why their earnings 
are so leveraged to behav-
ior in the broader stock 
market. 

First and foremost, asset 
managers take their client’s 
money and manage it ac-
cording to their expertise 
in a pooled account such as 
a mutual fund, or a sepa-
rate account customized 
for the client.  Some asset 
managers focus on bonds, 
others on equities, alterna-
tives such as hedge funds, 
private equity funds, and 
still others do a combina-
tion of all of the above.  In 
each instance, the manager 
puts the money to work 
into an asset class and col-
lects a fee often taken as a 
percentage of the assets 
under management 
(AUM).  From there the 
asset manager can increase 

their profits from these fees 
by one of two ways; supe-
rior investment returns, or 
increasing the flow of 
money into their products 
by gaining new clients.  
Often the two go hand in 
hand.  Success on the bot-
tom-line is driven by this 
one simple AUM number, 
and as long as it gets in-
creased the manager can 
increase their profits.  The 
important characteristic of 
this business however is 
that when the AUM in-
creases there is little need 
to increase the amount of 
staff required to invest or 
service the AUM.  Reve-
nues can rise sharply in this 
business model with only 
modest growth in ex-
penses.  This makes for a 
very profitable business 
when a manager finds suc-
cess in the financial mar-
kets. 

This profitability can accel-
erate sharply when the 
stock market rises from the 
trough of a bear market.  
Simple reflection on this 
phenomenon reveals that 
part of the reason profits 
accelerate so sharply from a 
stock market trough is 
owed to investor psychol-
ogy.  The large majority of 
investors tend to base their 
behavior in reaction to 
what they see occurring in 
the stock market at that 
moment.  Many will base 
their opinions on linear 
forecasts of recent events.  

This behavior and a willing-
ness to apply conventional 
thinking leads investors to 
chase market returns.  This 
behavioral pattern which 
has existed since the begin-
ning of time in the markets 
creates tremendous oppor-
tunities for those willing to 
step in and buy ahead of an 
observable rally in share 
prices.  Likewise, buying 
shares in asset managers 
ahead of this recovery in 
share prices is a simple way 
to capitalize on the phe-
nomenon.  Basically, as the 
AUMs of asset managers 
rise due to the market re-
covery investors will rush 
back into the funds, unwill-
ing to miss what they will 
suppose is a new bull mar-
ket.  So as the market re-
covers asset managers re-
ceive a significant boost to 
their AUMs thanks to the 
stock market rising and the 
subsequent flows into their 
funds as investors seek to 
get in on the action.  The 
way we look for maximum 
pessimism in the share 
prices of asset managers is 
to examine the price to 
book ratio of the stock ver-
sus its long-term history.  
Historically, when inves-
tors purchase shares in 
these companies when they 
reach a historical low, or 
are well below their long-
term average, they have 
been rewarded.  To see the 
benefits of this behavior in 
action we will take a look 

GET A LEGG UP AND DO SOME GLOBETROTTING 
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at the historical returns 
of shares in asset manag-
ers compared to the re-
turns of the stock market 
where they invest their 
assets. 

To begin, we look at 
Legg Mason (LM) an as-
set manager focused pri-
marily on the US market 
with a number of well 
known equity and bond 
managers in its stable.  
Prior to the present day 
market, Legg shares last 
saw a historic low in its 
price to book of 0.83 
during the recession and 
market slump of the 
early 1990s.  Investors 
who stepped in to buy 
Legg shares in December 
of 1990 were not disap-
pointed.  Even after the 
company’s disastrous 
stock performance in 
2008 (decline of 73%) 
the returns are still more 
than 2.5x greater than 
the S&P 500.  For inves-
tors smart enough to exit 

THE STOCKS OF 
THESE BUSINESSES 

TYPICALLY CAPTURE 
THE “DOUBLE-

COUNTING” OF BOTH 
PESSIMISM AND 

OPTIMISM DURING 
MARKET PERIODS 
WHEN INVESTOR 

SENTIMENT 
OVERRIDES THE 

CONSIDERATION OF 
FUNDAMENTALS.   
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debt or the SIV risk.  Simi-
larly, BEN’s fund portfo-
lios span the globe so its 
pool of assets are consid-
erably more diversified.  
Taking this into account 
BEN also trades at a pre-
mium to its book value, 
versus the deep discount 
offered in Legg Mason 
shares.  However, the 
shares are priced low 
enough to still offer yet 
another bear market play 

Another asset manager we 
examine that is far less con-
troversial among current 
investors (and in our opin-
ion less risky), is Franklin 
Resources (BEN).  The 
holding company is better 
known for its mutual funds 
trading under the name 
Franklin-Templeton. 

Franklin does not possess 
some of the same company 
specific risks as Legg Ma-
son, as it has almost no 

worth examining in our 
opinion.  Looking at Frank-
lin Resource’s historical per-
formance when purchased at 
a low price to book multiple 
we find similar results to the 
earlier relationship between 
Legg Mason and the S&P 
500.  If we go back to the 
bear market of 2002 and 
look at the shares of BEN 
after they hit a low price to 
book of 1.7x we find that 
BEN’s shares also generated 

BEN IS THE GLOBAL PLAY ON THE ASSET MANAGERS 
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in 2006, their returns 
from 1990 were nearly 
14x the index.  Legg Ma-
son’s troubles this year 
have been well docu-
mented, and include the 
tarnishing of Bill Miller’s 
reputation and reserves 
the holding company has 

taken to protect investors 
against SIV exposure.  
Our view is that Miller 
clearly made some stock 
picking errors, but his 
“methods” are not broken 
as claimed by some in the 
Wall Street Journal, and 
that over time his funds 

will rebound.  When this 
occurs, we believe inves-
tors will return in 
spades. 

 

 

a return well in excess of 
the market at 3.3x the 
MSCI All Country World 
Index and 7x the S&P 
500.  This too includes the 
sharp 46% decline in 
BEN’s share price during 
2008. 
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embedded in today’s stock 
market.  While Legg Ma-
son has considerably more 
risk it also offers more up-
side.  Franklin Resources 

In sum, both Legg Mason 
and Franklin Resources 
represent bear market 
plays where investors can 
capture the deep pessimism 

may represent less risk and 
possible upside, but still 
offers a compelling oppor-
tunity for globally diversi-
fied stock market returns. 

FINAL THOUGHTS 
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