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VALUE SHOP GMO HAS A
LONG TRACK RECORD

OF SUGCESSFULLY CALLING
MARKET TOPS, BUT

ITS MEAN-REVERSION
INVESTMENT STRATEGY
CAN TAKE A LONG TIME

T0 PLAY OUT.
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FINDING A TRULY EXGEPTIONAL ASSET
MANAGER IS GHALLENGING, EVEN FOR THE
MOST SOPHISTICATED INVESTOR. A GLEAR
AND DIFFERENTIATED STRATEGY, STRONG
TRAGK RECORD, HISTORY OF GREAT CALLS
AND WILLINGNESS TO LEARN ARE JUST A
FEW OF THE INDICATORS THAT TELL THE
STORY. GOMPETITIVENESS, GONFIDENGE
AND GONVIGTION ARE ALSO IMPORTANT,
BUT, IN THE END, INVESTING WITH ANYONE
IS A BET ON RISK.

Most investment managers try to work around these concerns by
leading with the opportunities they see in the market or pointing to
lofty end goals for those that invest with them. It’s not often, then, that
you go into a meeting with an asset manager and they open with risks:
risks tothe market, risks to your investments and, indeed, risks to your
career if you follow theirideas all the way through. But that’s what you
get with Grantham, Mayo, Van Otterloo & Co., the Boston-based shop
co-founded by famed value investor Jeremy Grantham.

Using an approach created by the British-born Grantham, GMO’s
managers look at asset valuation trends over the entire history of the
marketand usethoseasthebasisfordeterminingfairvalue. Withinthose
historical trends GMO has identified a consistent pattern: Asset classes
haveaveragevaluesthatdon’treally change much overtime. Valuations
may go up or down for certain periods, but they always come back to
the mean. Because the firm sees markets through this mean-reversion
lens, GMO tracks how bubbles are forming and the risks if they burst.
The firm’s managers invest by looking for low-risk, cheap assets thatare
likely to perform well as bubbles form and easy to get out of just before
theinevitable happens. The firm’s seven-year forecast, which it releases
publicly, providesalivesnapshot of how markets are changingovertime.
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Over its 39-year history, GMO has built a reputation for being the
smartest guys in the room when it comes to long-term value, having
successfully called all of thebubblesin recent memory —butthat comes
attheexpenseofalmosteverythingelse. When you walkthrough GMO’s
frontdoor, you’'ll find an outlier notjustamong value shops but among
investment firms. There are no fancy presentations toutingawealth of
golden opportunities, no branded golfballs to take away. What you get
instead feelsabit morelike a visittoathink tank, with researchers who
are on the brink of their next great discovery and only want investors
willing tostay on until they find it.

“There’s a reason why you don’t see a lot of money chasing long-
term value strategies, particularly strategies like ours,” says Ben Inketr,
GMO’s co-head of asset allocation. He’s tasked with running a strategy
that relies on high economic growth periods to work well. The heir to
Grantham’s quantitative models, Inker has been at GMO since grad-
uating from Yale University in 1992 with a BA in economics. He took
overday-to-day operations for the firm’s asset allocation teamin 2009.

GMO hasfamouslyshied away from marketing, and even from going
outoftheirwaytokeep clientswhentimesare tough. Instead, theystick
totheir investment strategy at all costs. But it’s been a difficult market
forvalue investors in recent years as the post-financial crisis rally sent
equity prices to new highs and low interest rates made picking cheap
bonds nearly impossible. Now Inker finds himself leading a familiar
two-front war: managing unhappy clients and overpriced markets.
Performance across most of GMO’s core strategies, which Inker runs,
is flat to negative. The Benchmark-Free Allocation strategy, the firm’s
largest by assetsize at $27.3 billion, was up 0.63 percent this year through
May. That’saslight rebound forthestrategy, whichended 2015down4.17
percent,buthardlyindicative of arecoverytrend. Theflagshipstrategy’s
annualized return over the past three yearsisjust 0.80 percent.

“When it comesto challenging markets, we focus on reminding our
clients that short-term underperformance happens,” says Inker, who
has a calm but determined air. “The hard part is these conversations
often take place just before markets start to look good to us in terms of
investment opportunities.”

With volatility affecting valuations and market shocks like Brexit
compounding losses, Inker may turn out to be right, but it’s an open
question whether developed markets can form bubbles as they did in
the past. With central banks pumping up stocks as a matter of policy,
therecentrally hasn’thad the strength of previous ones and isnowhere
nearbubbleterritory.

“Mean reversion might not work as clearly asitdid in the past,” says
Matthew McLennan, head of the global value team at New York-based,
$94 billion First Eagle Investment Management. Accordingto McLen-
nan, some managers have adjusted their metrics for judging value,
movingaway from traditional benchmarkslike the price-earningsratio
and focusing instead on cash flow or more-subjective measures like
intrinsic valuetofind short-term opportunities and performance fixesin
reactiontochangesin markets. “We’redealingwith alow-growth, high-
regulation environment, and it’snot clear that will change,” he adds.

The lagin performance at GMO has caused a handful of U.S. public
pensions invested across its strategies to put the firm on watch lists or
terminate relationships completely. Firmwide assets sit at $99 billion,
down from last year, when they hovered near $115 billion, and off sub-
stantially from 2007’s peak of $155 billion, according to Morningstar.
InMay2015the $550 million Alameda-Contra Costa Transit District




Retirement System, based in Oakland, California, unwound itstactical
portfolio, which included GMO, citing performance. In March of this
year, the $1.7 billion Milwaukee County Employees’ Retirement System
terminated GMO’s $65 million mandate, also specifying performance.

The $12.1billion Orange County Employees Retirement System in
Santa Ana, California, has put GMO on its watch list; the firm manages
$195 million for the pension. According to OCERS spokesman Robert
Kinsler, an investment firm is typically put on watch for issues related
toperformance orwhen there are major organizational changes. Unfor-
tunately for GMO, it has both problems.

The firm recently decided to make cuts in its fundamental global
equityteam,anewer group thatisabitoutside GMO’s core quantitative
style. Thatcamealongside a10 percentreduction in head countacross
the 650-person company, which has offices in Amsterdam, Berke-
ley, London, Singapore and Sydney in addition to its Boston Harbor
headquarters. The moves raised eyebrows, as reports of the cuts first
emerged without comment from GMO. But Arjun Divecha, who serves
aschairman oftheboard and head of GMO’s emerging-marketsequity
division, saysthe firm issimply gettingback toitsroots.

“Any recent changes were designed to best position the firm to
deliver outstanding investment returns and advice to our clients,”
Divechacontends. “Preservingourinvestment culture of collaboration
and debate has been a top priority for us. As a result, our investment
teams continue to beled by long-term partners of our firm.”

NS L dSince co-founding GMO four decades ago, Grantham has demonstrated
atalent foridentifying mispricings and waiting for them to correct.
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GMO’s highest-profile departure was that of its CEO, Brad Hilsa-
beck, who left at the end of June. Hilsabeck, who ran GMO remotely
fromthe West Coast, issaid tohave had aleadership style thatalienated
some investment managers at the firm and clients. A steady stream
of executivesleft GMO after Hilsabeck took overin mid-2011. Divecha
sayshisdeparture was not performance-related: “Brad resigned as CEO
for personal reasons and will spend more time at home in California,
from where he has been commuting since joining the firm in 2003.
Brad will continue to remain involved with GMO as a member of the
board of directors.”

Hilsabeck has been replaced by Margaret (Peg) McGetrick. The
58-year-old executive represents a bit of a retrenchment to GMO’s
roots. Unlike Hilsabeck, who came up through the client relations side
of the business, McGetrick worked at GMO as a portfolio manager on
theinternational active equity team from 1984 t01996 beforeleaving to
co-found Boston-based Liberty Square Asset Management. She rejoined
GMOasaboard memberin2011.

McGetrick’s appointment is likely to reinvigorate GMO’s invest-
ment professionals and refocus the firm on statistical mean rever-
sion. Although value investing remains challenged in the U.S., GMO’s
emerging-marketsequity and debt strategies, which represent roughly
onefifth ofthe firm’s assets under management, have performed well.
The firm’s Emerging Country Debt Fund (ClassIII), run by Tina Vander-
steel and Thomas Cooper, was up 11.98 percent this year through June,
benefiting from a position in Argentinean sovereign bonds. GMO’s
Emerging Markets Fund (Class II) wasup 11.79 percent during the same
period. Now at the helm, McGetrickwill need to convince investors that
she’scapableof steeringthe firm toward gainslikethose. She’llbe aided
byDivecha, whohasbeenleadingthe emerging-marketsequity group;
Inker on the asset allocation team; and Grantham, who stepped back
from running day-to-day investment operations several years ago but
aschiefinvestment strategist still speaks regularly with clients.

Atage77, Grantham has seen a lot of market cycles, and he is philo-
sophicalabout GMO and whereitisheaded. “Actually, notthat muchin
investing haschanged ifyouget downtoit,” hesays. “The nature of the
beast is patience: Find out what are the cheap areas, avoid overpriced
fashionable areas, and persuadethe clienttohangin.”

Still, that sentiment isn’t enough for some investors, which are
entering year four of this struggle across all types of value strategies
— no matter how unique the approach. “The problem for managers
generallyisthatinvestors pickwhat’s workingin the moment, not what
will workin the future or overthelongterm,” says Katrina (Kate) Mead,
institutional portfolio manager at Boston-based MFS Investment
Management. Mead works with all types of institutions, including
those interested in value strategies, and says it can be a tough sell for
investors to live with a few years of underperformance while they
wait for a year that will make it up and then some — a performance
trajectory common tovalue shops.

GMO leans on market history asareason for not changingitsstrate-
gies—andtodatethe firm’strackrecord bearsthat out —butitisunclear
if its approach will work in a world where central banks continue to
dominate capital markets. In some ways, GMO needs a bubble to keep
going. Grantham admits that the past few years have been tough but
notesthat being a value investor is never easy: “WhatIsayto clientsis,
‘Beprepared forthe formation and existence of abubble togo farbeyond
intime and extentof anything you thinkisreasonable.’”

July-August 2016/ institutionalinvestor.com
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EREMY GRANTHAM HAS NEVER MANAGED HIS CAREER LIKE A TRA-

ditional investment manager. Instead of chasing assets or

dreaming up piles of new products, he pursues investment ideas

academically, based on hisstudy of market conditions. Grantham,
whogrewupinDoncaster,asmall miningtowninthenorthof England,
and movedtotheU.S.inthe mid-’60stoattend Harvard Business School,
isanaturalstatistician. Hetakes in hugeamountsof datato find patterns
thatinform hisview ofthe market. Thisapproach remainsembedded in
GMO’sstrategies. “Ourgoal hasalwaysbeentobeashelpfultoourclients
aswe canbe, whetherthat meansshowingthem therisksin the market
or telling them about investmentideas even if we don’t have a product
foritand don’t plantocreate one,” heexplains.

Grantham honed hisapproach at Boston-based Batterymarch Finan-
cial Management, a firm he founded with Dean LeBaron and Richard
Mayoin1969. Batterymarch became the testing ground for his quanti-
tative take on investment. In 1971 the firm decided to experiment with
index investing. At the time, indexing was largely an academic idea. It
was 1973 when Batterymarch found a client for the new product, and
another two years passed before index fundsbecame a viable market.

By1977, Grantham had grown restless at Batterymarch, and he left to
start GMO with Mayo and former colleague Eyk Van Otterloo. At GMO,
Granthamdroveinvestmentstrategy using his quantitative background
to create both equity and bond funds that run on models that make
value-oriented bets when asset prices deviate from historical means.
GMO tracks decades-long asset bubbles the way other investment
managerslook for short-term price movements.

Grantham’score philosophythatassetsand marketseventuallyrevertto
theirhistorical mean formsthebasisfor every fund groupwithinthe GMO
family. Whether managers are picking equities or bonds, they focus on
valuationsand predictwhatislikelytohappenwhenagivensecurity’sprice
ultimately movesbacktoitsintrinsicvalue. Betsonindividual investments
happen within alarger view of where the global economy is and whether
abubble is starting to form in one sector or another. Beyond these basic
guidingprinciples, eachinvestmentteamoperateslargely autonomously.

“The key to asset allocation is really the formation and breaking of
great bubbles,” says Grantham, who has a long track record of being
right. Inthelate1980s he moved out of Japanese equities and real estate
justbeforethat marketimploded. Inthelate’90s he called the dot-com
bubbleearlierthan most. Butbeing rightisn’talways easy.

In 1997 the S&P 500 index was trading at 21 times earnings, and GMO
madeamovetomore-defensivepositions. “Forreference, 21timesearnings
was the highest price in 1929, before the Great Depression, and it was the
priceagainin1969beforethatcrash,” Granthamnotes. “SoIthinkasahis-
torianyou’d havetosaythatwasagood pointtostarttakingevasiveaction.”

GMO’s stance on the dot-com bubble was the biggest bet the firm
had ever made, and it didn’t go well — at least, not at first. Grantham’s
convictiondidn’tstop otherinvestors from goingall-in on the promise
ofInternetriches, propellingthe S&P 500 to 35 times earnings by 2000.
“That was the most painful two and a half years we have ever had as
a firm,” Grantham recalls. During that period he catapulted into the
business press spotlight, debating dot-com bulls and standing by his
assertions, whichlooked overly bearish as markets continued to climb.
He also had to do a fair amount of debating with his clients when he
moved their money out of tech stocksand intoa mix of cash, real estate
investment trusts and Treasury Inflation-Protected Securities.

“We would go around to all of the clients with all of the data we

July-August 2016 / institutionalinvestor.com

B ENELEENT] GMO lifer Inker has been overseeing the firm’s asset allocation
team since 2009.

assembled,” Grantham says. “We had 28 bubbles identified. Each one
ofthem had blown apartinthe exact same way, and each time what led
tothebubblewassome new golden erainindustry.” Butclientsweren’t
interested. GMO’s movesinto REITsand bondswould goonto produce
returns in the high single digits after the dot-com crash, while equities
sank to their lowest levels in decades. Grantham’s predictions proved
to beright, bringing a chunk of new money into the firm and acting as
proof-of-concept for GMO’s investment philosophy.

It would be 2008 before the firm’s core strategy would kick into high
gear again. This time, when Grantham and his team saw the housing
bubble form in GMO’s models, they waited a bit longer to act. “We knew
whatwascoming, butwedidn’tfightitashard thattime,” Granthamsays.
GMO’sfundsoutperformed from2003t02005buttookamoretempered
approach to the coming crash. In 2006 and 2007, as GMO managers got
more defensive and housing hit new highs, the firm’s performance slid,
but Grantham knew what was ahead and said as much in his quarterly
letters. “Thebubble wasbeautifully well behaved,” hesays. “The housing
market wasaspectacular statistical event —extremelyrare.”

Others who saw the same indicators got brushed aside as bears or
were cast as just plain crazy. Some of those firms ended up in Michael
Lewis’s book The Big Short and the movie of the same name. Lewis
cametointerview Grantham,butitdidn’tworkout. “Thad ascheduling
conflictatthetimeand couldn’t makeit,and Lewis hasn’t spokentome
since,” hesays. “Itwould have been beautiful in the movie because you
had all these guys working all night reading the [subprime mortgage]
footnotesandsaying, ‘God, lookatthiscrap;it’sgoingtoendbadly.’ Back
inBoston youhad us more gentlemanly typeswith our feet on the coffee
table,saying, ‘Well, look at thishousingbubble;it’sgoingtocome down,
and that meansthe end of the world.’ We had absolute confidence.”



Justbeforeeverythingfellapartin2008, GMO’s assetallocation team
members moved as much of their clients’ money out of risky assets as
theycould, preservingcapital alongthe way. Grantham admitsthe crash
turned out much worse than he expected. At the time, the Benchmark-
Free strategy had an 18 percent exposure to equities and was trending
downward, and Grantham made a critical contrarian call. The risk-on
trade in the market wasto go short the Japanese yen and long the British
pound; he played it the opposite way. When Lehman Brothers Holdings
wentbankruptand marketsreacted, hismoveturned outtoberight. “You
could carrythose bets with almost no cash involved,” Grantham recalls.
“Puregold.” The Benchmark-Freestrategy returned 19.86 percentin 20009.

FTER THE DUST SETTLED THAT YEAR, GRANTHAM STEPPED BACK
from leading the asset allocation team, tapping Inker to fill the
role. Inker, 38 at the time, had been working alongside Grantham
ashisfirstand only researcher. “InthatroleIwasabletogettothe
coreofthekind of research questions Jeremy asksand understand ifhis
hypothesis was going to ultimately be successful,” Inker says.

When it comes time to invest around the next bubble, Inker will
make the decisions. “I'm not going to say I'm the second coming of
Jeremy Grantham,” he says. “We have our own styles. But our philos-
ophyisthesame.”

Sincetakingthelead ontheassetallocationteam, Inkerhashadtokeep
the firm’s mean-reversion strategies performing well even though there
hasn’tbeenacleartrend inthe market. Ifbubbleseventually start forming
again, it could take many years for them to fully materialize. The equity
rallythatstartedin2009 hasbeenunevenand wasrecently affected by the
commodities slump and macroeconomic
tensions, which have held back the kind
of activity needed to create a bubble. As
volatility returned tomarketsin 2014, per-

SEVEN-YEARITCH: GMO’S ASSET-CLASS FORECAST

6.5%: Long-term historical U.S.equity return
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working alongside Jeremy isthatyouhavetobe patient. Youcan’tfallin
love with astyle of investing, but you can fall in love with a philosophy.
ImaychangewhatIinvestinovertime, butIrefusetobelievethatvalu-
ationsaren’tthe key driver of assetsoverthelongterm.”

Valuations form the basis for GMO’s seven-year forecast, which the
firmuses as aframework for tracking the direction of the market. Each
monththeforecastisupdated toreflecteconomicchanges. The forecast
isagoodindicator of where GMO sees potential opportunities.

GMO’sforecastoverthe pasttwoyears haslooked pretty grim: Oppor-
tunities arelimited, and overall economic growth remains low relative
to historical averages. The firm put out its latest update on May 31, just
when marketswereinasnapbackrally prompted by astabilizationinoil
prices, and the picture it put forward wasn’t any more positive. Within
the forecast GMOsetsthe historicallong-term U.S. equity market return
at 6.5 percent based on data in its models. Over the next seven years,
noneoftheassetclassesincluded inthe forecast will hit 6.5 percent. All
ofthisshould set up agood market for finding value plays, but markets
arereactingnervously totheactions of central banks around the world.
The combination of zero or even negative interest rates and central
bankbond buying has propped up stock markets, leading to aboost in
investmentaccountsthat makespeople feel richer, sotheyspend more
money even though they actually aren’t wealthier atall.

Ifcentral bankintervention remainsthe defining feature of developed
markets, it may ultimately force value managers to shift their approach,
but few are willing to go that far — yet. “As a value investor, you have to
be willing to be short on social acceptance for long periods of time,” says
First Eagle’s McLennan. “Individual ideas about how to assess value will
always evolve. But fundamentally, value
capitalizes on the fact that investors are
extraordinarily talented when it comes to
makingbad decisionsattheworstpossible

formanceinthe Benchmark-Freestrategy
started to slide, raising questions about
how well the approach works without a

6%

time. Thatwon’tchange.”

HEN ARJUN DIVECHA JOINED GMO

bubbleonthehorizon. 5%
Inker takes a more systematic

in1993,hedidn’tenvisionthelead-
ership role he — or international

approach to understanding markets
than Grantham, who seems to be able to
see them almost intuitively. It is unclear

markets — would one day have
at the firm. Divecha, who has a bachelor’s
degree in aeronautical engineering from

if that difference is enough to affect
how well the strategy works. For now

theIndianInstitute of Technologyin Bom-
bay, had worked for 12 years at BARRA, a

Grantham remains by Inker’s side, con-
tinuing to make predictions about the
market and serving as a familiar face for
clientsand GMO executives alike.

Inker — and, indeed, all of GMO’s
employees —aredriven by the same core
principle that Grantham set out in the
beginning: Bubbles break and markets
reverttothe mean. [t maytakealongtime
forthattohappen, butaccordingto GMO

Berkeley, California-based investment
research firm, directing everything from
software development to marketing and
clientservice,andwanted tomakeacareer
change. He was familiar with GMO and
decided to pursue a role there investing
in emerging markets. “The reputation
GMO has for always making the right call
interested me, and Iwas fortunate enough
to bump into Jeremy at a finance event

italwaysdoes. Even now, when investors
seem to be in a race to learn how short

around thetimeIhad decided to makethe
move,” says Divecha, 60. “I knew I wanted
toworkat GMO after that conversation.”

a holding period can be, Inker has no
planstochangetacticsorsteerthefirmin
anotherdirection: “OnethingI'velearned

-3%

M Stocks M Bonds 7 Other

Now he oversees $9.9 billion in emerg-
ing-markets equity strategies from
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the firm’s Berkeley office. His group’s approach has remained largely
unchanged since the late 1990s. Divecha’s holding period is relatively
short by GMO standards, lasting only 18 to 36 months, but he says with
emerging marketsitisimportanttoremaindynamicbecausecycleshap-
penquickly: “You only datein emerging markets; younever fallinlove.”
Viewing emerging markets as a value play might seem counterin-
tuitive. Investors often look at developing markets through a binary
lens — either they are growing or they aren’t. Divecha contends that
limiting emerging markets that way is a mistake: Even if a country is
in the midst of a collapse, there are still businesses that find a way to
muddle through. “You make more money when things go from truly
awful to merely bad than you do when things go from good to great,”
he says. “Globalization has forced many emerging-markets countries
to start doing the right things from a business perspective, and we’ve
beensuccessful at bringing our long-term value philosophy tobear.”
For Divecha, GMO’s approach is designed to pay offin any part of the
worldatanytime: “Ifwe haveanideaand itonly worksin emerging mar-
ketsoritonlyworksindeveloped markets, then it probably doesn’t really
work,” he explains. “That’s an indicator to us that we’re missing some-
thing. The drivers of asset-price valuations are the same everywhere.”
Emerging markets have been leading the pack recently at GMO on
the debt side, too. The firm’s cheap bond-picking strategy has been a
consistent performer. GMO’s Emerging Country Debt Fund currently
hasMorningstar’stoprating for fundsinits peer

“We spend a lot of time looking at how these bonds are expected to
perform, even if we don’t have all of the information about what a sov-
ereignisreally dealingwith,” Vandersteel says. “Theliquidity and price
discoveryyou havewith U.S. Treasuries doesn’texistinthese markets.”

Right now emerging markets have at least one critical edge over
developed markets: Their central banks have been less prone to inter-
vention and their markets less affected by the valuation distortions
created by theresultingwealth effect. That differenceislikely to persist
for at least the length of GMO’s most recent seven-year forecast and
couldsetupafundamental differencebetween developed and emerging
markets over the very long term if nothing changes. Cast in that light,
thefirm’srecent managementchanges make sense. Unitslikethoseled
by Divechaand Vandersteel are well placed to perform until developed
marKkets become less dependent on central bank stimulus and return
to being driven by fundamentals. CEO McGetrick, too, will be able to
fall back on her time as an international equity manager to explain to
investorswhere and how the firmis finding success.

Fromhisperchaschairman oftheboard, Divechastandsbytheidea
thattheonlythingthatreally mattersfor GMOisitsinvestmentstrategy.
“Jeremysaidtomealongtime agothat we’ve succeeded so farbecause
eventually everyone blows a tire,” he explains. “If we keep our eye on
the ball, our philosophy will always be true. We just have to make sure
nottoblowatire.” ®

group. Co-manager Vandersteel joined the firm
in 2004 after encountering GMO while selling
emerging-markets bonds at JPMorgan Chase &
Co. “GMO’s strategy in this area is unique from
anyone I worked with when I was on the sell
side,” she says. “They are one of the few firms
thatemphasize bond picking.”

GMO looks for bonds that are cheap but also
exhibitstronginvestment performance.Ithedges
emerging-country bonds with more-liquid debt
instruments, like U.S. Treasuries. In constructing
theportfolio Vandersteeland co-manager Cooper
employatop-down macroeconomicassessmentto
determine whetheracountrywillbe ableto pay off
itsbondsregardlessof whathappens —including
default. The core GMO strategy of making money
when marketsbreakremainsthesame.

“Obviously, no one wants a country to default,
but we want to be able to have a conviction about
whathappensinthatcase,” Vandersteel says. “We
wanttobeabletogeneratealpha.”

alpha generation works. When the country went
intojudicial default over bond holdouts, the U.S.
District Court for the Southern District of New
York identified a recovery value that the govern-
ment would pay to the bondholders as part of the it
approved plan to allow Argentina to start paying
its debts. At the time, GMO owned Argentinean
bonds that were originally purchased below that
recovery value, which meant the firm generated
aprofitwhenitsold thembacktothesovereign.
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