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Market Statistics    

Stocks   Yields (%)      Commodities  

DJIA 14,578   Fed Funds 0-.25  US Tr. 3-Y 0.34  CRB Futures 551 

P/E ratio 14.01  Disc. Rate .75  US Tr. 5-Y 0.72  Gold ($/oz) 1595 

S&P 500 1569  Libor 1-Mo .20  US Tr. 10-Y 1.81   Silver ($/oz) 28.32 

P/E ratio 14.97  US Tr. 1-Y 0.13  US Tr. 30-Y 3.06   Crude ($/bbl)* 
 (NYM Light Sweet Crude) 97.23 

Source: FactSet (Mar. 31), Federal Reserve,  
* Spot prices (Mar. 31) 
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I t’s been almost four years to the day since 
the markets bottomed, and only now are the 

Dow and S&P 500 recouping their nominal 
losses since the peak reached in October of 
2007. That, if anyone needs reminding, is also 
essentially the valuation level first reached 
some thirteen years ago before the tech bust of 
2000. I’d call that a massive, dramatic and alto-
gether unfulfilling move sideways – a record 
unworthy of celebration.  
 
We have posted a markedly different track rec-
ord over those timeframes, though per the 
standard SEC disclaimer, past performance 
doesn’t guarantee future returns. Before fees, 
from the peak of the market in October 2007 
our equity composite recouped all of its decline 
from the post-Lehman Brothers crash and at-
tained a new high water mark by August of 
2009 – just five months after the March ’09 
trough. Since the October 2007 peak our Equi-
ty Composite has grown by 55.36%, for an 
8.48% compound annual rate of return. From a 
starting point of February 29th, 2000 – the in-
ception of our composite – our equity compo-
site has returned 211.06% pre-fees for an an-
nual return of 9.06%. And we have done so 
with an ultra-low beta of 0.52, meaning that our 
returns have come with far less volatility – and, 
in our view, less actual risk – than the overall 
market.  
 
Our Equity Composite was up 10.51% after 
fees over the twelve months ended March 31st. 
Over the same period, the S&P 500 (Total Re-
turn) was 13.96%, the Russell 1000 Growth 
gained 10.09%, the Russell 1000 Value re-
turned 18.77%, and the market capitalized 
MSCI World Index was up 11.86%. Our perfor-
mance was consistent with what we would ex-
pect at this point in the economic and market 
cycles. *The SEC requires us to remind you 
that past performance is not a guarantee of fu-
ture returns. (See Disclosures.) 
 

Great Rotation? 
In recent months a “great rotation” thesis has 
gained popularity in the marketplace. The un-
derlying premise holds that the secular bull 
market in bonds (read: rising prices and falling 
yields) which began back in 1981 is coming to 
an end, causing investors to rotate away from 
bonds into equities. It’s a tempting theme; to-
day’s yield curve – artificially mandated by Ben 
Bernanke and the Federal Reserve – is not 
sustainable over the long term. In a post-QE 
world where market forces reassert them-
selves, interest rates will readjust to higher lev-
els that adequately reflect risk across the credit 
spectrum, from “risk free” rates all the way out 
to the highest yielding edges of the junk bond 
market.  
 
The great rotation theme is predicated on the 
relative valuations of stocks versus bonds, with 
the former looking on the face of things to be 
unquestionably attractive. Howard Marks laid it 
out with simple math recently by noting that the 
current “earnings yield” (the inverse of the P/E 
ratio) on stocks is “highly favorable” today ver-
sus existing risk free rates of return in the bond 
market. “The P/E ratio on the S&P 500 is back 
to about 16, meaning the earnings yield is 
6.25% once again,” Marks wrote. He goes on 
to compare that to a hypothetical 30-day T-bill 
rate of 1.00%, because the real rate, closer to 
zero, would produce a meaningless yield com-
parison. “That gives us a yield differential of 
5.25% (6.25% minus 1.00%), or 525 basis 
points, and a yield ratio of 6.25%/1.00%, or 
6.25X.”  
 
We have no qualms with the math; at current 
earnings levels stocks are cheap compared to 
currently quoted yields on vehicles that have 
historically been used to approximate risk free 
rates of return. We do have a number of prob-
lems with the great rotation thesis. First, as an 
indicator, the entire term structure of the Treas-
ury yield curve at present is meaningless. The 

Letter to Investors 
Say Cheese! 
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ersatz nature of interest rates as manipulated 
by the Fed render them virtually useless as a 
yardstick. They convey nothing about what the 
market thinks risk free rates are, only where 
Ben Bernanke has mandated that they will be.  
 
Rather than 1%, we think it would have been 
more appropriate for Marks, an investor we re-
spect, to have used at least 2 ½ or 3% to ap-
proximate a more realistic risk free rate absent 
Fed manipulation. Second, as we discussed 
last quarter, profit margins -- and consequently 
reported earnings -- are also artificially high in 
aggregate. That’s due to the combination of 
massive deficit spending (on the fiscal side) in 
recent years combined with the artificially low 
costs of capital that are a direct result of the 
illusionary low rates created by the Fed’s afore-
mentioned (radical) monetary policies. 
 
Furthermore, the whole notion of a great rota-
tion is predicated on a fallacy. While individual 
investors can shift allocations, the investor 
class as a whole can’t – for every buyer of a 
stock there’s a seller, and for every seller of a 
bond there’s a buyer. All else equal, this is 
somewhat akin to a giant game of musical 
chairs with a fixed number of chairs. Point be-
ing, regardless of how many individual or insti-
tutional investors shift from bonds to stocks, the 
investment class as a whole will continue to 
own the same amount of stocks and bonds. 
 
Which brings us back to a favored concept at 
SaratogaRIM: the importance of valuation. We 
think long-term investors should evaluate 
stocks based on their own merits. All else 
equal, the fact that bonds are artificially expen-
sive does not, in our view, constitute a cogent 
thesis for investing in stocks. Because stocks 
are long duration assets, we believe discount 
rates used in equity valuation work should an-
ticipate a normalized interest rate environment 
rather than the mirage-like world we live in to-
day. Furthermore, because we believe the “E” 
in the P/E ratio is artificially – and only tempo-
rarily – inflated, valuation comparisons predi-
cated on analysis of P/E ratios or earnings 
yields (E/P) as laid out by Marks should also be 
adjusted. 

One way to correct for unsustainably high prof-
itability is to incorporate cyclically adjusted 
price earnings ratios (CAPE) advocated by 
Yale professor Robert Shiller. This not only nor-
malizes for peaks and troughs in earnings vola-
tility over the course of the business cycle, but 
in today’s world it probably also renders a 
much truer picture of actual earning power (at 
the market level) given the obvious distortions 
attributable to ultra-loose fiscal and monetary 
policy over recent years.  
 
Far from Marks’ seemingly reasonable P/E of 
16 (based, as we have said, on artificially high 
earnings) the current Cyclically Adjusted P/E 
(CAPE) ratio on the S&P is 22.79. As we dis-
cuss in the next essay, today’s cyclically adjust-
ed valuations are historically closer to where 
secular bear markets have begun than to 
where they’ve ended. In fairness to Marks, he 
did tip his cap to the facts that interest rates 
would eventually rise, profits were potentially 
inflated and that CAPE conveyed a very differ-
ent picture than the use of current P/E ratios.  
 
Using Marks’ arithmetic, the implied cyclically 
adjusted earnings yield (E/P) is just 4.39%. 
Now let’s round up to 4.5% to make the math 
simple, and compare that rate against a more 
normal risk free rate of say 2 ½ or 3%. You 
wind up with a yield differential closer to 1 ½ or 
2%, or roughly 150 to 200 basis points, and a 
yield ratio in the 1.5 to 1.8X range. Point being, 
once adjusted for all the craziness and histori-
cal distortions existing in today’s financial mar-
kets, stocks in aggregate don’t look anywhere 
near as attractive as they do at first blush.  
 
But that’s looking at the market “in aggregate.” 
In contrast, we focus on a very small subset of 
the market characterized by lightly-leveraged, 
highly-profitable businesses with sustainable 
competitive advantages. That puts us in a 
unique position. Traditionally, the types of very 
high quality businesses we invest in have often 
traded at premium valuations to the market 
overall – which is not the case today, because 
our companies benefit very little from QE. 
Since they don’t borrow much to begin with, if 
any, lower interest rates don’t meaningfully re-
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duce borrowing costs. Many also have large 
cash holdings that, in normal times, would be 
earning meaningful interest income but today 
don’t. Conversely, the types of companies that 
have benefited the most from QE, and been 
directly rewarded in the stock market, are ex-
tremely low quality businesses. We have often 
characterized the run-up from the lows of 2009 
as a “dash to trash.”  
 
In today’s interest rate environment many com-
panies that might normally be bankruptcy can-
didates can sustain precarious business mod-
els by borrowing at artificially low interest rates. 
The end result of this free money is a bifurcat-
ed market where the simple application of nor-
malized discount rates and earnings assump-
tions pushes most listed companies up to or 
beyond realistic intrinsic valuations. Yet very 
high quality businesses (a small subset of the 
market) are much more attractively priced. The 
resulting environment is polar opposite to that 
of the late 1960s, when intense demand for 
stocks in the Nifty Fifty drove share prices of 
those solid Blue Chips into the stratosphere. 
Great companies they were, but at the prices 
investors were paying they were not good in-
vestments. Today the Blue Chips, relatively 
speaking, are in the bargain bin.  
 
None of this seems to matter for the moment. 
With today’s pint-sized bond yields and nonex-
istent returns on money market funds or sav-
ings accounts, stocks are widely touted as the 
only game in town. Many yield-starved inves-
tors, particularly those in retirement, have al-
ready been pushed much further out the risk 
spectrum than would normally be considered 
prudent. That’s not how they want to invest, 
mind you, but Ben Bernanke has intentionally 
manipulated them by leaving few – if any – al-
ternatives.  

For now at least, stock prices may very well 
continue upwards. With the Fed promising to 
keep the pedal to the metal, speculators will 
continue front running POMO (Primary Open 
Market Operations, the method through which 
the Fed implements its $85 billion dollars a 
month injection of freshly printed money into 
the financial system). Investors, facing a contin-
ued lack of investment alternatives may take 
comfort in stock markets hitting record nominal 
highs and could also continue to push stocks 
higher as Keynes’ “animal spirits” kick in. At 
some point, though, it becomes a Greater 
Fool’s game - might be already. If history 
teaches us anything, it’s that those kinds of 
games eventually end badly.  
 
Given the risks, and there are plenty of them, 
we think moving fresh cash into the market at 
today’s prices – especially into indexed vehi-
cles such as ETF’s – is becoming increasingly 
speculative. Having said this, we remain quite 
comfortable with our own portfolio (comprised 
as it is of the market’s “unloved” quality firms)  
we hope to add to a number of our current 
holdings as well as potentially initiate new posi-
tions should market conditions afford us an op-
portunity to do so at lower prices. We’re very 
patient and are confident the future will reward 
that virtue. 
 
 
Looking Forward, 
 
 
 
 
Kevin Tanner 
President & Chief Investment Officer 
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"There is a bear in the woods. For some peo-
ple, the bear is easy to see. Others don't see it 
at all. Some people say the bear is tame. Oth-
ers say it's vicious and dangerous. Since no 
one can really be sure who's right, isn't it smart 
to be as strong as the bear? If there is a bear." 
- 1984 Campaign ad for President Ronald 
Reagan 
 

T he verbiage above – even torn free of its 
Cold War context – is an apt opening to a 

missive about bear markets. We’re talking the 
secular variety – the real Grizzlies of the mar-
ket animal kingdom – because they last a long 
time, have complex powers and can destroy 
vast wealth before hibernation.    
 
Our thesis, for more than a decade, has been 
that U.S. equities remain in a secular bear mar-
ket that began in 2000. To illustrate, if we flat-
ten out the ups and downs (including the crash 
of 2008-09), stock prices in aggregate have 
ratcheted lower in real terms – which form the 

secular bear’s definitive tracks. The ups and 
downs since 2000 are classic cyclical booms 
and busts that occur during secular bear mar-
kets.  
 
We explore the nature of bear markets periodi-
cally. Long-time clients should bear with us (no 
pun intended) as the history of secular market 
trends  is replete with examples of fortunes de-
stroyed because investors forget that while 
secular beasts may retreat into their dens peri-
odically, they’re hungry when they awaken. Our 
objective is to learn what we can from the past 
to help us avoid making mistakes in the future.   
 
Nature of the Beast 
Secular comes from the Latin word Saecularis, 
meaning of an age or generation. Ursidae 
means bear and Eo Ire Itum is Latin for; ad-
vance, proceed, move along, or progress. His-
torically, secular transitions are infrequent; the 
last complete secular market was a bull which 
ran from 1982 to early 2000. Market historians 

Ursidae Saecularis Eo Ire Itum

Fig. 1: S&P Composite 1871-present; Secular Bull and Bear Markets

Source: SaratogaRIM and Professor Robert Shiller (Yale)  
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Gray indicates recessionary periods
*Note: 1871 is the beginning of the data set. We have no idea how long or severe that secular bear really was because we don’t see 
the beginning.  
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credit inflation and deflation for driving secular 
trends; the 20th century witnessed a strong 
correlation between secular downturns and ma-
jor armed conflicts, which typically require mas-
sive deficit spending with delayed inflationary 
ramifications. Unlike cyclical swings – with du-
rations of just a few years at most – secular 
trends can hold for twenty years or even long-
er. Just ask the Japanese.      
 
Fig. 1 illustrates the S&P Composite’s secular 
patterns since 1871, expressed logarithmically. 
It reveals boom periods interspersed with peri-
ods in which the market seemingly goes no-
where – classic secular bulls and bears. What it 
doesn’t show is the volatility present within 
each secular phase.  
 
In our view, cyclical rallies pose the greatest 
potential danger for investors in a secular bear 
market. People commonly mistake them for 
secular bulls and get lured into the market out 
of fear of being “left behind” by a sustained up-
surge. Then, as the underlying secular forces 
reassert their dominance, share prices tumble 
anew. Knowing this is important because, as 
one of Kevin’s early mentors put it, secular 
bear markets “offer lots of opportunities to com-
pound your mistakes.”  
 
Today, many investors draw comfort from P/E 
ratios which seem reasonable based on current 
or projected earnings. We’re not so sure. Cur-
rent earnings are being driven by extraordinari-
ly high profit margins – which as we discussed 
last quarter are, in aggregate, almost certainly 
unsustainable. Even worse, the analyst com-
munity so consistently produces uber-optimistic 
earnings estimates that the use of P/E ratios 
based on next year’s projected profits is almost 
meaningless.  
 
We prefer the Cyclically Adjusted P/E ratio 
(CAPE) advocated by Yale Professor Robert 
Shiller, which is defined as price divided by the 
average of ten years of inflation-adjusted earn-
ings. It’s a more reliable yardstick because it is 
free of business cycle distortions. 
 
As we pointed out in our Q4 2012 letter, profit 

margins are in aggregate mean reverting, 
which to us suggests that today’s high levels 
won’t last. In other words, we think that P/E ra-
tios based on current and prospective earnings 
now reflect overstated earning power. Through 
cyclical adjustment, we can see past short term 
distortions. While people looking at un-adjusted 
P/E ratios may conclude that stocks are rea-
sonably priced, examination of current P/E’s on 
a cyclically adjusted basis indicates otherwise. 
Indeed, cyclically adjusted, market P/E ratios 
are actually closer to peak levels where prior 
secular bear markets started than to the 
troughs where they finished. In short, caveat 
emptor – let the buyer beware.  
 
Secular bull markets end when stock prices 
have raced so far ahead of intrinsic value that a 
significant correction becomes inevitable. Sec-
ular bear markets persist as long as the correc-
tive process takes. Though they typically last 
many years, secular bear markets are less 
about time than price and value. Not surprising-
ly, the more over-valued a market is at the 
peak of the prior bull market, the longer it can 
take to work off the excesses. The three secu-
lar bear markets prior to the current one began 
with cyclically adjusted P/E ratios of 25.24 
(1905), 32.56 (1929) & 24.06 (1968), respec-
tively. As a reference point, the dotcom bubble 
topped out in late 1999 with a cyclically adjust-
ed P/E ratio of 44.2 on the S&P 500. That was 
more than four standard deviations above the 
average cyclically adjusted P/E ratio (16.47) 
over the last 142 years - by far the most over-
valued market in history.  
 
Secular bear markets typically take many years 
to run their course; the corrective process is 
always painful. The prior three secular bear 
markets lasted 15, 20, and 14 years, respec-
tively, or 16.33 years on average. Each ended 
when stock prices had fallen far enough to at 
least accurately reflect appropriately discount-
ed earning power. It is not uncommon for secu-
lar bears to overshoot and trough at extremely 
depressed levels. The purging process is by 
nature contractionary and therefore complicat-
ed by macro-economic, political, market and 
demographic forces.  
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This Grizzly Still Roams  
The graphic below depicts the course of our 
ongoing secular bear market. Stock prices 
plummeted during the dotcom bust, rallied from 
2003-07, then crashed again in 2008-09 -- only 
to rally all the way back to new nominal highs in 
2013. That ignores inflation, however. Adjusted 
for price changes as reported by the govern-
ment, the market would still need to climb 9.6% 
higher as of this writing to obtain purchasing 
power parity with the peak of 2007. To catch up 
with the inflation since 2000 it would need to 
rally another 27.9%. In the real world, where 
inflation runs higher than Uncle Sam says it 
does, the actual new high water mark is even 
further from today’s levels. The alternating 
sharp moves up and down are classic cyclical 
bull and bear markets within the secular bear.  
 
Next, we break the current secular bear market 
into phases. We do so to illustrate how short-
term fixes meant to dampen the fall have actu-
ally engendered a spiral of sequentially worse 
unintended consequences. 

Phase One: The Tech Bust. The dotcom bub-
ble, with its faulty “this time is different” logic 
having distorted an actual technology revolu-
tion into absurd stock valuations, burst in early 
2000. By then even the shares of most brick-
and-mortar businesses had soared to crazy 
heights. The main actor who inflated the bubble 
was Alan Greenspan. From a starting point of 
the 1987 stock market crash, he ran the Fed 
like an ATM machine by lowering the Fed 
Funds rate whenever markets hit a bump – the 
eponymous Greenspan Put, in market par-
lance. Examples from the 1990s include the 
Asian Financial Crisis, the implosion of Long-
Term Capital Management following the Rus-
sian government bond default, and Y2K. 
Greenspan’s go-to-solution: supply sufficient 
liquidity to support asset prices. The resulting 
price distortions were unprecedented.  
 
Phase Two: Leverage for All. Following the 
tech bust and the 9/11 terror attacks, the Fed 
pumped up financial markets with yet more lev-
erage, doubling down on the same bad medi-

Fig. 2: S&P Composite Real Returns & CAPE’s, 2000 - Present 

Source: SaratogaRIM and Professor Robert Shiller (Yale) 
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cine that fueled the dotcom frenzy. Combined 
with ongoing deregulation, it proved a toxic mix. 
The economy rose on a new bubble in housing; 
easy credit in the Alt-A and Subprime space, 
predatory lending with adjustable rate mortgag-
es (ARMs), “liar loans” and tax policy incentiviz-
ing home ownership, each pumped market 
prices ever higher. Stocks stayed in secular 
bear territory, however. Homeowners disap-
pointed with slumping mutual funds sought to 
finance lifestyles beyond their means by taking 
out home equity loans. For banks, non-banks, 
shadow banks, financial intermediaries, and the 
various facilitators associated with housing, the 
boom brought extraordinary riches. By the peak 
of the market in October of 2007, Greenspan 
and his underlings had managed to re-inflate 
equity valuations to the third highest levels ev-
er; only 1929 and 2000 were loftier.  
 
Phase Three: Acronym Soup. Alas, this party 
too ended badly. The housing crash left roughly 
32% of homeowners with underwater mortgag-
es by 2012 and triggered the worst recession 

since the 1930s. It shook whole industries in-
cluding construction and autos, put millions of 
people out of work and broke the financial sys-
tem. The fall of the investment bank Lehman 
Brothers (under the weight of its staggering 
subprime mortgage losses) threatened a cas-
cade of failures on Wall Street. To prevent what 
Greenspan’s acolyte and successor at the Fed, 
Ben Bernanke, termed “a second Great De-
pression,” the government cooked up what 
NBC News described as “bailout acronym 
soup” to prevent the financial system from seiz-
ing up.  
 
First on the menu: the Troubled Assets Relief 
Program (TARP), which let systemically im-
portant banks sell some $700 billion in securit-
ized mortgage products to taxpayers. Then 
came the Term Asset-Backed Loan Facility, 
TALF, which extended low-cost loans to com-
panies holding securitized loans for credit card 
receivables, student and auto loans. The Capi-
tal Assistance Program (CAP), Targeted In-
vestment Program (TIP) and Commercial Pa-

Fig. 3: Taking the Pulse: Select Economic Statistics at Peaks & Troughs During the Current 
Secular Bear Market 

  Peak Trough Peak Trough Current 
  3/24/2000 10/9/2002 10/11/2007 3/6/2009 3/28/2013 
Real GDP Growth/(Decline)  7.4% 2.0% 3.0% (8.9%) 0.4% 
Regular Retail Gas Price  $1.51/gal. $1.44/gal. $2.76/gal. $1.94/gal. $3.68/gal. 
Americans Unemployed (in Labor Force) 5.7 Mil.  8.3 Mil. 7.2 Mil. 13.4 Mil. 12.0 Mil. (1) 
Americans on Food Stamps 18.2 Mil. 19.1 Mil. 26.3 Mil. 33.5 Mil. 46.6 Mil. 
Size of Fed's Balance Sheet $0.60 Tril. $0.70 Tril. $0.91 Tril. $1.95 Tril. $3.25 Tril. 
Total Public Debt as a % of GDP 59.5% 58.2% 64.8% 79.7% 106.4% (2) 
Annual U.S. Deficit/(Surplus) ($125.6 Bil.) $157.8B $160.7 Bil. $458.6 Bil. $1326.9 Bil. (E) 
Total U.S. Debt Outstanding $5.73 Tril. $6.24 Tril. $9.04 Tril. $10.95 Tril. $16.77 Tril. 
U.S. Household Debt $5.06 Tril. $6.69 Tril. $12.13 Tril. $12.53 Tril. $11.34 Tril. 
Labor Force Participation Rate 67.3% 66.6% 65.8% 65.6% 63.5% 

Consumer Confidence  137.1 79.6 95.2 26.9 59.7 
S&P Credit Rating of U.S.  AAA AAA AAA AAA AA+ 
CBOE Volatility Index (VIX) 23.31 35.7 18.88 49.33 12.70 
10 Year Treasury Yield 6.20% 3.61% 4.66% 2.83% 1.87% 
Gold (per ounce) $248.7 $319.6 $751.3 $942.1 $1594.8 
Median U.S. New Home Price $165.1 K $189.2K $234.3K $205.1K $246.8K 
Price of Big Mac in the US $2.51 $2.49 $3.22 $3.57 $4.20 
Note: Peak and troughs selected for S&P 500, as Shiller S&P Composite data is available only on a monthly basis. Some data available 
only on quarterly/annual basis, in which case data for the closest/relevant period is selected. (1) February 2013 data. (2) SaratogaRIM 
estimate. 

Sources: SaratogaRIM, Bureau of Economic Analysis, Energy Information Admin., Bureau of Labor Statistics, US Dept. of Agriculture, 
Treasury Direct,  The Conference Board, FactSet, US Dept. of Commerce, Federal Reserve Board, The Economist Big Mac Index, White 
House Office of Management and Budget. 
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per Funding Facility (CPFF) each aimed to un-
clog important financial pumps in interbank and 
money markets. Critics note that the same 
money could have been spent nationalizing, 
breaking up and quickly privatizing failed 
banks. Such actions, if properly executed, 
would have cleared the debt overhang and set 
the foundation for a healthy banking system. 
Instead, policymakers - including former senior 
executives of Goldman Sachs - socialized loss-
es incurred by bankers and traders, leaving 
“too-big-to-fail” megabanks standing and 
(regardless of what the stress tests say) still 
over-leveraged. We believe their weaknesses 
will reappear immediately should the Fed’s 
near-zero interest rate policy ever change.  
 
Phase Four: QE Infinity. Wikipedia defines 
quantitative easing (QE) as “an unconventional 
monetary policy used by central banks to stim-
ulate the national economy when conventional 
monetary policy has become ineffective.” The 
phrasing reveals an element of desperation in 
the inability of the central bank to use conven-
tional monetary policy (by buying short-duration 
government bonds to lower interest rates) to 
stimulate the economy when short-term interest 
rates nudge close to zero. QE aims to prevent 
deflation and increase employment by pushing 
up asset prices. It sustains ultra-low mortgage 
rates, feeds “risk-on” speculation in stock mar-
kets and favors heavily leveraged companies 
and those with weak balance sheets (including 
megabanks). Indeed, bank earnings today are 
almost entirely derived from government subsi-
dies in the form of nearly free money. To date 
the Fed has engineered three rounds of QE. 
According to the Fed’s plan, the latest round of 
QE will be in effect until 2015 or longer unless 
unemployment dips below 6.5 percent or infla-
tion spikes. Its balance sheet has expanded 
from $910 billion in Oct. of 2007 to a projected 
$4 trillion by the end of this year. Fed historian 
Allan Meltzer believes that the Fed’s quest for 
short-term fixes through financial engineering 
like QE has created “the biggest mess we’ve 
been in since the 1930s.”   
 

Phase Five: Fat Tails. Bill Gross, founder and 
co-chairman of the bond giant PIMCO, shares 
Meltzer’s concerns. He warned last year that 
“we appear to be morphing into a world with 
much fatter tails” at either end of the distribu-
tion curve. Fat tails imply greater than normal 
risk of extreme events, like the stock market 
crash of 2008-09. Gross argues that the era of 
“using credit and debt to drive prosperity” will 
come to an end in one of two outcomes: an 
economic implosion (a left tail risk) or an infla-
tion shock (a right tail event). We agree with his 
assessment that QE has inflated asset markets 
without spurring much actual economic growth. 
Yet Japan shows us that a large industrialized 
economy can sustain itself on a subpar growth 
trajectory for many years if it is willing to amass 
a mountain of sovereign debt in the process. 
But remember: Japan’s stock market entered 
secular bear territory some 23 years ago and 
today trades at just a third of its prior market 
peak. 
 
Bear Country    
To be sure, spotting secular market shifts in 
real time is tricky. As we said way back in 
2008, just before the market troughed: “Nobody 
knows whether the cyclical rally that will follow 
this bear phase will be the birth of a whole new 
secular bull market or another bullish chapter of 
the current secular bear market.” That caveat 
stands, but so does our belief that we haven’t 
yet experienced a secular transition.  
 
In part, our caution stems from the unprece-
dented role serial government interventions 
both here and abroad have played in keeping 
asset prices inflated. If QE Infinity really does 
last forever, and if America’s creditors have infi-
nite tolerance for the money-printing required, 
then we can’t say what will happen – though 
we envision a point at which it will be inaccu-
rate to call that something capitalism. 
 
Our hunch is that the Fed’s pain avoidance has 
diminishing returns over time. Eventually, we 
believe, the pressures within the economy to 
de-lever will become insurmountable. That will 
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drive corporate earnings and consequently 
stock prices lower until compelling valuations 
have been restored.  
 
The chart above helps to illustrate why we see 
better than even odds on at least one more cy-
clical bear market, defined as a decline of at 
least 20%, before the current secular bear 
sleeps. We think history will show the current 
QE-driven stock rally (2009-present) as another 
cyclical bull within an ongoing secular bear. 
Our belief stems from the fact that valuations 
still haven’t declined sufficiently to work off the 
insane levels of 2000, when the cyclically-
adjusted P/E ratio peaked at more than four 
standard deviations above the historic average. 
Even the lows of March ’09 were insufficient to 
do that.  
 
With Federal Reserve manipulation running full 
tilt, nothing the stock market could do in the 

near term would surprise us. Equities could fall, 
spike higher, and retrench or move sideways. 
Our main point is that, from a long-term in-
vestor’s perspective, we still haven’t seen valu-
ations tumble far enough to mine the depths 
reached in past secular bear markets. Given 
our respect for history and defensive nature, 
we are unwilling to ignore lessons of the past 
and accept the “this time is different” thesis. 
That leaves us where we’ve been since 2000: 
Bear Country.  
 

 
 
 
 

George Wehrfritz
Director of International Research   
 

Fig. 4: S&P Composite Cyclically-Adjusted P/E Ratios from 1881 to Present.

Source: SaratogaRIM and Professor Robert Shiller (Yale)  
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B y the end of the secular bull market that ran 
from 1949-1968, valuations were extremely 

extended. As prices rose, risk-reward characteris-
tics of equity investment were negatively impact-
ed, increasing the probability of a new secular 
bear market. As usual, the consequence of the 
preceding boom was the inevitable bust as mar-
kets worked off the excess of the former. Just as 
the bull brought greed and euphoria, the bear in-
spired fear and depression, and the market over-
shot “fair value” on the way down. The resulting 
pricing environment, replete with bargains, of-
fered the potential for robust capital appreciation 
and ushered in the next secular bull market.  
 
In order to study this secular cycle, we offer 
above a historical chart of the Cyclically-Adjusted  
P/E ratio, or the “CAPE.” This metric adjusts for 
inflation and smooths out earnings volatility for a 
more accurate long-term approach to broad mar-
ket valuation. This chart shows what the relative 
CAPE ratio would have looked like to us if we 
were looking at it in 1982, which was the end of 
the last secular bear market. This chart does not 
include history from 1982 until present since that 
data did not yet exist and would skew the stand-
ard deviations and averages that were relevant in 
1982. 
 
As the secular bull that began in the late ‘40s be-
gan to crest, the CAPE ratio on the S&P Compo-
site had peaked at 24.1, just over two standard 
deviations above the prevailing average, as price 

appreciation outpaced earnings growth. The bull 
market had left equities richly valued, and as the 
CAPE ratio increased, so did the probability of 
eventual regression to a more “normal” pricing 
environment. The stock market endured waves of 
extreme volatility as valuations compressed and 
prices (both real and nominal) fell. Prices de-
clined faster than earnings, and the CAPE ratio 
on the S&P Composite fell from its highs and 
overshot the average on the way down. When the 
market reached a bottom in mid-1982, the CAPE 
ratio on the S&P Composite was nearly two 
standard deviations below the historical average. 
Just as a bear market has, on multiple occasions, 
been forewarned by exceptionally high CAPE ra-
tios, very low CAPE ratios in the past have re-
flected a fertile environment for new bull markets 
to begin. 
 
The CAPE should not be looked at as a tool for 
market timing – markets can remain overvalued 
or undervalued for prolonged periods, and can 
even become more-so regardless of how extreme 
they appear. The relative position of the CAPE 
within historical context is, however, useful to 
evaluate where the market is in its current cycle.  
  
 
 

 Philip Spencer
Assistant Portfolio Manager
Qualitative Analyst 

The Anatomy of a Secular Bear Market (1968-1982)

Sources: SaratogaRIM and Professor Robert Shiller (Yale)
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  1906-1920 Secular Bear Market (14 Years) 
  Date Price CAPE 

Secular Peak 09/1906 271.32 19.20 

Cyclical Trough 11/1907 161.87 10.59 

Cyclical Peak 08/1909 247.84 15.42 

Cyclical Trough 07/1910 202.26 12.34 

Cyclical Peak 06/1911 255.89 15.33 

Cyclical Trough 12/1914 168.57 10.17 

Cyclical Peak 11/1915 212.75 12.86 

Secular Trough 12/1920 81.31 4.78 
        
  1929-1949 Secular Bear Market (20 Years) 
  Date Price CAPE 

Secular Peak 10/1929 419.09 32.56 

Cyclical Trough 11/1929 275.56 21.17 

Cyclical Peak 04/1930 346.91 25.84 

Cyclical Trough 06/1932 81.24 5.57 

Cyclical Peak 07/1933 198.57 13.75 

Cyclical Trough 03/1935 142.20 10.40 

Cyclical Peak 02/1937 297.52 22.24 

Cyclical Trough 04/1942 112.80 8.54 

Cyclical Peak 04/1946 234.91 16.04 

Secular Trough 06/1949 135.40 9.07 
        
  1968-1982 Secular Bear Market (14 Years) 
  Date Price CAPE 

Secular Peak 12/1968 694.91 22.28 

Cyclical Trough 07/1970 449.73 13.73 

Cyclical Peak 01/1973 643.80 18.71 

Cyclical Trough 12/1974 299.34 8.29 

Cyclical Peak 09/1976 424.27 11.81 

Cyclical Trough 04/1980 294.55 7.84 

Cyclical Peak 11/1980 367.64 9.65 

Secular Trough 07/1982 259.91 6.64 
        
  2000-2013 Secular Bear Market (In Progress) 
  Date  Price CAPE 

Secular Peak 08/2000 1957.72 42.87 

Trough 02/2003 1058.92 21.21 

Peak 10/2007 1706.95 26.14 

Trough 03/2009 824.51 13.32 

Current 03/2013 1551.18 22.55 

Sources: SaratogaRIM and Professor Robert Shiller (Yale)   

Cyclically-Adjusted P/E Ratios (CAPE) at Cyclical Peaks & Troughs in Secular Bear Markets 





Gross Net S&P 500 Median Standard Equity S&P 500 Number of % Non- Fee End of Period Pct Of Firm End of Period
Year TWR TWR Total Return TWR Deviation Composite Total Return Portfolios Paying Accts Total Assets Assets Total Firm Assets

2000 (2/29) 32.49 31.45 -2.45 n/a n/a - - 48 0.0% 14,909,737.56 55.76 26,739,561.04
2001 -1.62 -2.56 -11.93 -1.65 3.58 - - 64 0.0% 30,514,640.98 82.74 36,880,627.71
2002 -9.37 -10.17 -22.06 -11.06 3.01 - - 89 0.0% 34,000,857.47 86.67 39,231,009.50
2003 18.24 17.18 28.68 16.69 2.44 - - 96 0.0% 42,848,809.47 81.77 52,403,457.10
2004 1.58 0.66 10.88 -0.29 2.96 - - 103 0.2% 47,681,947.54 82.16 58,032,372.36
2005 7.11 6.13 4.91 5.54 2.39 - - 105 0.2% 50,517,691.96 82.30 61,384,012.72
2006 16.94 15.87 15.80 14.48 2.82 - - 99 0.2% 56,390,733.75 76.99 73,239,570.68
2007 12.06 11.02 5.49 10.29 3.31 - - 99 0.2% 61,759,766.08 77.97 79,206,822.92
2008 -11.91 -12.74 -37.00 -12.32 4.20 - - 126 0.5% 63,833,081.54 78.86 80,940,276.85
2009 24.77 23.65 26.46 23.89 2.18 - - 259 0.4% 149,451,161.47 81.46 183,475,713.20
2010 14.27 13.43 15.06 13.89 0.76 - - 494 0.3% 308,594,397.72 72.87 423,498,666.41
2011 4.31 3.69 2.11 3.27 0.53 11.86 18.71 1,176 0.4% 675,644,949.35 89.07 758,587,627.80
2012 9.92 9.30 16.00 9.33 0.61 9.98 15.09 1,540 0.4% 952,398,086.10 91.20 1,044,258,285.00

03/31/13 8.44 8.30 10.61 n/a n/a 9.86 14.80 1,593 0.4% 1,058,101,778.08 90.97 1,163,084,571.38

3 Yr Ann Standard Dev
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Saratoga Research & Investment Management, founded in 1995, is a SEC Registered Investment Advisor spe-
cializing in constructing and managing equity portfolios comprised of high caliber businesses utilizing common 
sense investment principles for individual and institutional investors. Prior to March 7, 2007, Saratoga Research 
& Investment Management was known as Tanner & Associates Asset Management.   
 
The opinions herein are those of Saratoga Research & Investment Management  (“SaratogaRIM”).   
The contents of this report are only a portion of the original material and research and should not be relied upon 
in making investment decisions. Our quarterly reports focus primarily on our Equity Strategy. Under no circum-
stance is this an offer to sell or a solicitation to buy securities. All data, information and opinions are subject to 
change without notice.  
 
Officers and employees of SaratogaRIM or any organization, which they are affiliated with, may have positions 
in securities or commodities referred to herein, and may, as agent or principal, buy and sell such securities or 
commodities. Opinions and statements of a fundamental nature, are geared for the long-term investor.  Sara-
togaRIM is not a tax/legal advisor and therefore assumes no liability for any tax/legal research. Any information 
that is furnished to you should be thoroughly examined by a professional tax/legal adviser. 
 
SaratogaRIM claims compliance with the Global Investment Performance Standards (GIPS ®) and has present-
ed this report in compliance with the GIPS standards. SaratogaRIM has been independently verified for the pe-
riod of March 1, 2000 through December 31, 2012. The verification report is available upon request. Verification 
assess whether (1) the firm has complied with all the composites, construction requirements of the GIPS stand-
ards on a firm-wide basis and (2) the firm’s policies and procedures are designed to calculate and present per-
formance in compliance with the GIPS standards. Verification does not ensure the accuracy of any specific 
composite presentation.  
 
Valuations are computed and performances are reported in terms of market value in U.S. dollars based on 
trade dates as of month end, while accounting for dividends reinvested. Net-of-fees returns are calculated net of 
management fees and transaction cost and gross of custodian fees and external consultant or advisory fees. 
Gross-of-fees returns are calculated gross of management, custodial and external consultant or advisory fees 
and net of transaction cost. Composite returns are calculated using asset weighted TWR, beginning market val-
ues, and external cash flows. Gross and Net TWR are based on geometric linking of the month Internal Rate of 
Return (IRR) based on the accounts present for the entire month. Individual portfolios are revalued monthly; 
portfolios also are revalued intra-month when large external cash flows occur in excess of 10% of the portfolio’s 
fair value. SaratogaRIM’s policies for valuing portfolios, calculating performance and preparing compliant 
presentations are available upon request. Dispersion is calculated as the asset-weighted standard deviation of 
annual net-of-fees portfolio returns around the median portfolio return in the composite. Dispersion is based on-
ly on portfolios that were in the composite for the full annual period, and is only shown for the annual periods 
where the composite had more than 5 portfolios for the full year. Internal dispersion is only shown when the 
composite has more than five portfolios for the full annual period. Three year external dispersion (standard devi-
ation) is measured net-of-fees for our composites. Daily reconciliation is performed between the firm’s records 
and the custodian and broker records through Advent. Clients are advised to compare their statements with Sa-
ratogaRIM’s website on a regular basis. SaratogaRIM fee is normally 1%; may be negotiated, as warranted by 
special circumstances.  
 
The Dow Jones Industrial Average is a price-weighted average of 30 blue-chip stocks that are generally the 
leaders in their industry. It has been a widely followed indicator of the stock market since 1928. S&P 500 Total 
Return is the total return version of the S&P 500® Index, which has been widely regarded as the best single 
gauge of the large cap U.S. equities market since 1957. The index includes 500 leading companies in leading 
industries of the U.S. economy, capturing 75% coverage of U.S. equities. (Note: A total return index assumes 
that all dividends and distributions are reinvested.) The Russell 1000 Growth Index measures the performance 
of the large-cap growth segment of the U.S. equity universe. It includes those Russell 1000 companies with 
higher price-to-book ratios and higher forecasted growth values. The Russell 1000 Growth Index is constructed 
to provide a comprehensive and unbiased barometer for the large-cap growth segment. The Index is completely 
reconstituted annually to ensure new and growing equities are included and that the represented companies 

Disclosures 
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continue to reflect growth characteristics. Russell 1000 Value Index Russell 1000 Value Index measures the 
performance of the large-cap value segment of the U.S. equity universe. It includes those Russell 1000 compa-
nies with lower price-to-book ratios and lower expected growth values. The Russell 1000 Value Index is con-
structed to provide a comprehensive and unbiased barometer for the large-cap value segment. The Index is 
completely reconstituted annually to ensure new and growing equities are included and that the represented 
companies continue to reflect value characteristics. The MSCI World Index is a free float-adjusted market capi-
talization weighted index that is designed to measure the equity market performance of developed markets. As 
of May 27, 2010, the MSCI World Index consisted of the various 24 developed market country indices in Eu-
rope, North America and Asia Pacific regions. 
 
Clients may access their portfolio information and reports including client-specific information through our web-
site. We recommend that you compare your client Saratoga Research & Investment Management reports with 
the ones you receive from your custodian(s). The custodian of record is required under current law to provide 
separate account statements. Market values reflected in the custodian’s statement and those cited in this report 
may differ due to the use of different reporting methods. To the extent that any discrepancies exist between the 
custody statement and this report, the custody statement will take precedence. Values may vary slightly be-
cause of situations such as rounding, accrued interest or the timing of information reporting. A fee statement will 
be posted on the website showing the amount of the Asset-Based fee, the value of clients’ assets on which the 
Asset-Based fee is based and the specific manner in which the Asset-Based fee was calculated. These state-
ments will be posted for one year, statements prior to that timeframe are available upon request. SaratogaRIM 
agrees never to disclose any financial information with regard to any aspect of your portfolios or private person-
al finances without your permission, unless required to do so under the law. If you do not have access to Sara-
togaRIM’s website please contact us at (408) 741-2330. 
 
If you wish to become a client of SaratogaRIM, you will be required to sign an Investment Advisory Agreement 
that exclusively governs the relationship between you and SaratogaRIM. SaratogaRIM’s privacy policy and 
most recent form ADV are available on SaratogaRIM.com. To receive a complete list and description of compo-
sites and or a presentation compliant to the GIPS Standards or a printed copy of our form ADV, please contact 
the CCO, Aileen Braga, at (408) 741-2339 or Aileen@SaratogaRIM.com.  
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The S&P Composite is a composite of price data that includes: Data from 1871-1930 compiled by Alfred 
Cowles of the Cowles Foundation; the S&P 233 weekly index (established 1923); the S&P 90 index 
(established 1926); and from March 1957-present, the S&P Composite reflects the price level of the 
S&P 500. The S&P Composite is a good proxy for studying price movements on the broader stock 
market over long periods of time.
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