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Welcome to NoanNormal Times

I'm not much for reminiscing, but it can be
instructive. Here’s how I wrapped up my first
letter of 2006, when we were coasting along in a
low-volatility market where stocks and bonds had
been behaving themselves in a narrow, seemingly
predictable valuation band:

Placid surfaces can conceal complex forces, and
the relationships necessary to maintain so tight a
trading range as we’ve enjoyed <into 2006> can
vary far more in their extremity than appearances
might suggest... But what happens in non-normal
times, when events stray into what statisticians
call the “tails” of the probability distribution,
when the unlikely happens despite its
unlikelihood? When complex systems break, they
can break badly...

Engineering volatility out of the market for a time
is not the same thing as engineering out risk.

If anything, 2007 proved to be a pivot point where
risk roiled up anew, engineering failed and
complex systems did indeed “break badly.” In
part, this was due to a broad overconfidence in
statistical normality (plainly said, the expectation
that life will abide by the “bell” curve). Markets
are not, strictly speaking, normal; the bell curve
underestimates the frequency with which extreme
events tend to occur — in other words, the tails on
either side of the curve are “fat.” Just as the fabled
100-year flood can come a few times in a century,
so will economic and financial events too often
play out in ways wholly unexpected (indeed, even
incalculable) by the elegant quantitative models
on which staggering sums of money can be riding.

Indeed, 2007 marked the undoing of economic
and financial structures, and of psychological

structures as well. Too many investors on Wall
Street and Main Street alike were extrapolating
good times and very recent history, betting big
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(and too often unawares!) on a set of collective
expectations, namely:

1 U.S. housing prices in the aggregate never
go down;

{1 The U.S. consumer is indefatigable, and
constitutionally incapable of spending
less;

1 The ability to borrow is synonymous with
liquidity;

7 Problems that arise from existing debts
can reliably be cured by taking on new
debt; likewise from the lenders’
perspective, bad credits can reliably be
cured by extending new credit;

1 Liquidity, whether flowing from our own
Federal Reserve or the kindness of
strangers abroad, will always be there to
provide an exit should asset markets
come under pressure;

1 Market volatility, a relic of more barbarous
times (read, pre-2004!), can be corralled
and expunged via complex instruments;

7 The credit rating processes we rely on in
judging straight bonds work well when
applied to structured and derivative
instruments too;

1 Complexity is our friend.

In 2007, these expectations either faced great
duress or imploded altogether. And it was our
long-held misgivings about many of them that
enabled us on the whole to steer your portfolios to
decent returns.

Total Return 2007

Allen Trust Equities 11.63%
S&P 500 5.49%
Allen Trust Bonds 6.19%
Lehman Aggregate Bond 6.96%

Note: Time-weighted performance stated gross of fees.

Our outperformance in stocks was mainly
attributable to two things, one relating to
opportunism and the other to risk control. Pulling
our returns higher (opportunism) were an
overweight allocation to energy and target weight
allocations to foreign markets. Just as important
was a defensive decision to dramatically
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