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AsWe See It

“Prosperity is a great teacher; adversity a gréater
— English essayist William Hazlitt (1778 — 1830)

As we have discussed from time to time, the stoekket goes through long periods of unusually gastdrns
(secular bull markets) followed by long periodspobrer performance (secular bear markets). Theeelar bull
markets occurred during the last century. Theogarivere: 1920 — 1929, 1949 — 1968, and 1982 —.2(B6me
debate remains whether the last secular bull mdm&stended. Increasingly, it appears the stockehanade a
significant peak in 2000.) Secular bull marketsered about 46 years of the"2Gentury. The other 54 years can
be characterized as periods of stagnation fortdek snarket.

The secular bull markets result from an economyctviié going through an innovative phase which sguosvth
and productivity. During the 1920s the economy \ga&n a boost by the automobile, electricity, aadio.
Chemicals, aerospace, and the computer spurregctemy of the 1950s and 1960s while the innovatibich
propelled the economy of the 1980s and 1990s wWasnation technology.

During secular bull markets, when stocks are risimagt of the time, it appears easy to make monekarstock
market. As the market climbs, an ever-increasunglver of investors join. The longer the cycledatite greater
the tendency to ignore risk. Gradually, greed eifws fear and investors abandon tried and truesinvent
principles, such as diversification and balances thAe secular bull market matures, margin debtriféOs
become popular, balance sheets receive less sgratid price-earnings ratios rise. The final stagearked by a
growing belief that this is a new era and thatghed times can be perpetuated this time.

Realistically, the good times do not last foreward the secular bull market is followed by an edéshperiod
when the economy and the stock market have torgogh a painful wringing-out process. During tp&siod, the
stock market seems to be the recipient of a prsdaseries of bad news as investor focus turns thenpositives
which were emphasized during the bull phase todgatives characterizing the bear phase.

The more difficult economic environment that follewhe secular bull exposes the excesses that aeoiedpthe
good times. The debt accumulated to fuel the msipa during the growth period ultimately becomeseavy
burden. Accounting controversies emerge. Interglgt controversies and secular bear markets tergb hand-
in-hand. For example, corporate bankruptcies amdweling frauds were among the hallmarks of thd80%9
following the secular bull market of the 1920s. eCatcounting trick of that era was to create elaigowebs of
holding companies, each helping hide the otheraricial weakness, an artifice strangely similawtat Enron
did with its partnerships. One of the biggest &lsoaf the 1930s was the collapse of a vast, higihgl utilities

empire called Middle West Utilities run by an energagnate and financier named Samuel Insull. Whemly-

leveraged Middle West Utilities entered receivgrshi1932, many saw their life savings wiped out.

Accounting scandals also accompanied the bear mflk@ving the 1950s and 1960s secular bull. 973, The
SEC censured Peat, Marwick, and Mitchell, one eflligest accounting firms of the day, for failitegperform
proper audits of five companies that collapsed sfter getting clean audit opinions. Today, Ensarollapse has
been followed by the downfall of others and reneveedpicion of auditing practices. The situatiors ha
deteriorated to where, almost daily, the value méther company is pummeled when questions arisatatso
accounting for profits or its excessive debt.

With the wind in our face instead of at our backyeisting takes on a different perspective. Thereehewed
appreciation for companies with low equity valuaticstrong balance sheets, and a dividend yieldmpl®gi
commodity stocks tend to work better than the carafgd former glamour stocks. Boring stocks become
fashionable, and the new high list consists of reaoree has not heard about for some time. For forsgghe goal
shifts to one of protecting capital rather than immézing wealth.

As investors, we have to adapt to the environmévitat worked during the secular bull is unlikelygork during
the secular bear. As suggested by William Hagbtiong ago, how we handle adversity is more ingmbrthan

how we handle prosperity.
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