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Did we all go mad at once?

The past quarter was certainly a painful one for most investors. The Dow Jones Industrial
Average suffered its largest first quarter drop in 23 years, and the NASDAQ experienced one of
its greatest quarterly declines ever, dropping over 25%. And yet, this crescendo merely caps off
what may have been the worst 12-month period for equity investors ever. Over the past four
quarters, the NASDAQ Composite has dropped nearly 60%, the average Large Cap Growth
manager over 40%, and the broad-based S&P 500 index roughly 22%. Even our own portfolio of
truly great companies has not escaped the carnage, registering a decline of nearly 22%. Did
some kind of investing mania truly infect the majority of the investing public, or was something
else taking place that drove stock prices up and then reversed itself?

The following chart offers one possible explanation. Perhaps the tremendous rise and fall of
stock prices over the past five years was primarily a phenomenon of monetary policy.
Juxtaposing the NASDAQ with the rate of increase of the money supply, it is not difficult to
surmise that the Federal Reserve first fed and then starved the equity markets. The problem
became particularly acute as Y2K approached, with the Fed flooding the system with liquidity,
ensuring that all ATMs would be flush with twenty-dollar bills and all survivalists would be able to
have mattresses full of cash. Once history’s biggest non-event was behind us, the Fed reversed
course and began to slow down the rate of growth of money in our society.
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As the rate of money growth accelerated, the real economy could not absorb it all, and so much
of the growing liquidity found a home in the financial markets, often in rather speculative
“investments”. Remember when dot-com companies were valued on the basis of page-views?
Remember suffering through the most expensive and inane Super Bowl commercials ever a year
ago at the height of the Internet craze? These were symptoms of too much liquidity desperately
seeking an outlet. And then the Fed sought to undo what they had created. The chart illustrates
how the peak of the Technology bubble corresponds almost perfectly with the peak of monetary
growth. As we all know now, unwinding the excesses, which spread beyond NASDAQ stocks to
other equities (and even on to other things, such as real estate prices), has been a very
unpleasant experience.

But where do we go from here? As we can see from the chart, the liquidity picture has already
turned around, and the Fed is likely to continue easing for some time. And yet, investor
psychology remains negative. The downward momentum of stock prices seems to have taken on
a life of its own. Keeping your head while others around you lose theirs often translates to
exceptional investment opportunities. We believe that now is one of those times. As investors
flee stocks of all kinds, many great companies are being hit as badly or worse than the second
and third-rate players. And you know that the war is almost over when they get around to
shooting the generals.

Our Diamond-based analysis raises our level of conviction in our portfolio holdings. We believe
that most of our companies will find ways to transform themselves when facing challenges,
increasing their relative advantage. For example, Nokia is using the current environment to
further its lead over rivals Motorola and Ericsson, gaining market share and doing so profitably.
Character is forged in the crucible of adversity. We do not know how low the valley of investor
despair is, but we do know that our companies are the ones investors will want to own on the
other side.

During the first quarter, we changed two of the names in our Diamond portfolio. At the beginning
of the quarter, we sold our position in Charles Schwab and replaced it with Morgan Stanley.
We were concerned about the future of on-line trading given the market environment, about
Schwab’s high P/E of 40, and about how founder Charles Schwab seemed to be distancing
himself increasingly from his own firm, almost as a mother wolf abandons her offspring once
human hands have touched it. Morgan Stanley offers a broader exposure to finance and
investing, with leading positions in retail investing (traditional and on-line), global M&A, and its
credit card operation, Discover. Its formative merger of four years ago had gone better than
anyone expected, with the final resolution coming as John Mack (of Morgan Stanley) yielded to
Philip Purcell (of Dean Witter), resigning earlier this year. And we felt that Morgan Stanley’s P/E
of 15 would better withstand the market turmoil.

We also swapped our position in Schlumberger for Halliburton when Schlumberger announced
their proposed acquisition of Sema, a second-rate Anglo-French computer services firm. We had
purchased Schlumberger due to their leading position in the oilfield services arena, and we (along
with other investors) were disturbed to see management moving so stridently away from their
area of core competency. Given the relative high price of crude oil, and the level of profits
gushing forth at the major oil companies (Halliburton’s customers), we decided to reallocate our
assets to the premier pure-play oil services firm.

We have also taken advantage of the downdraft in equity prices to shave some of our relatively
higher priced positions in some of the slower growing areas such as Consumer stocks, and to
shift the funds to higher growth and now less expensive areas such as Technology. In the short
run, this has hampered our performance. But we are long-term investors, seeking to maximize
our clients’ wealth over the long term, which at times means we will go against the herd when the
herd runs wildest.
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