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“The Other Side of the Looking Glass” 

Ever get the feeling you’re stuck on a thrill ride at Six Flags? Stock markets around the world 
are gyrating wildly, and since October ’07 we’ve experienced a knuckle-whitening fall. Before 
that peak we were in an environment of extreme complacency exemplified by the ultra-low risk 
premiums that had been pervasive since 2004. Then the roller-coaster train that had been 
steadily ratcheting upward hit the crest and plunged, hit a few camel-humps and dove into the 
corkscrew. With all the screaming and puking to distract them, it’s tough for investors to see 
where the track is heading. But one thing is already certain: both the Dow and the S&P 500 
have lost roughly 43% since October of 2007 and this thrill ride has collectively cost investors 
nearly $7 trillion in lost wealth.  

It’s no joke, either. We have numerous new clients who under previous financial management 
have lost half their life savings over the last year. We are sure it gives them little comfort in 
knowing they’re not alone. On Wednesday November 20, the S&P 500 continued its plunge 
below the low set back in the 2002. As it passed that milestone, it answered the question that 
we posed in our 2005 Q2 Quarterly Report entitled: "Are We Living Through a Secular Bear 
Market?" We wrote that essay just after the Dow had touched its old high set back in 2000 and 
recouped all of its losses from the 2002 trough. Our aim was to offer some historical perspec-
tive and help clients understand why the rally was unlikely to last. Coming off an 18-year-long 
secular bull market that culminated in the dot com bust of 2000, to us, the Dow's recovery 
looked like a classic cyclical bull rally within what was likely a larger and much longer secular 
bear market. True to historical form, the market has since October 2007 given back all of the 
gains that it had made off the 2002 low -- and officially ended any debate as to the nature of 
the environment we’ve been in since 2000. Indeed, it has been a secular bear market by defi-
nition.

What does that mean? Instead of rehashing the essentials in a new report, we are reissuing 
various essays from three past works in the interest of educating our clients. In addition to the 
above-mentioned tome, we’d like to offer, for your review, portions of our 2006 Q2 Quarterly 
Report and “Back to the Future” research note, which we released last March. Together, they 
represent the core of our thinking on the nature of the forces – both cyclical and secular – that 
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have quite literally, and historically, defined the financial landscapes of every era. And the thrill 
ride we’ve experienced between 2000 and 2008 is no exception. What’s changed, though, is 
perspective; rereading this material from the other side of the looking glass, as it were, offers 
new insights.  

Indeed, we believe we’ve entered an entirely different investment environment (see Fig.1). 
People are no longer complacent. Books are no longer being written about The Great Modera-
tion, which was the name given by finance’s faux intelligentsia to a myth that central banks 
and finance ministers around the world had everyone’s backsides covered and had defeated 
the age-old nemesis: risk. Sure enough, just as night follows day, risk premiums are no longer 
compressed and investors in the vast majority of asset classes around the world are no longer 
investing at such high prices that they would virtually ensure locking in sub-par long-term rates 
of return. For the first time in several years many long-term investments can be made with 
comfortable margins of safety. 

Look around you. Risk and opportunity abound. In accordance with the historical norms we 
have so much respect for, market prices have finally fallen low enough that investors, with a 
sufficiently long time horizon, can actually expect to begin earning returns that will adequately 
compensate them for the risk they are taking – even as the investment herd succumbs to fear 
and flees in vain for safety of cash. The danger today isn’t that complacent investors will get 
caught out in the storm (that was a year and a half ago and they already have been). But 
rather that they’ll wait too long and miss the opportunities this new environment will offer only 
to be drawn back in too late. Or, even worse, that at precisely the wrong time, they make the 
decision to get out of the market and go to cash forever. (After this recession is over there is 
going to be inflationary hell to pay for all the money being created for all the bail outs and cash 
will prove to be a horrible long-term investment -- but that's a topic for another research note.) 

Let us be absolutely clear here: We are long-term bulls on a very small subset of elite busi-
nesses with share prices that have been dragged down along with the rest of the market to 
levels that virtually assure that they will be successful long-term investments! Please, please, 
please don’t misinterpret that to mean we're saying it's time to jump mindlessly into stocks. It's 
never smart to do that. It means this: We are already deep into the nastiest financial crisis and 
we are in the early phases of what we anticipate will be the worst recession in our lifetimes. 
Business conditions will be miserable over the next six months, or longer, and companies 
large and small will fail. Any number of surprises could be forthcoming. Even now, behemoths 
including, but not limited to, the likes of General Motors and Citigroup are locked in existential 
struggles and likely won’t survive without new (and probably ongoing) government lifelines. 
Yet there are great companies out there who will obviously thrive in the future whose share 
prices have been bludgeoned along with the rest of the market.  

Furthermore, the stock market, although it is probably much closer to the bottom than the top, 
has likely not seen its ultimate lows. And even after it bottoms the bad news flow and extreme 
volatility will likely persist for some time. If history is any guide, the pattern we expect in the 
coming months is sharp rallies followed by gut wrenching retrenchments that probe and/or re-
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set the lows. Each time this happens more and more investors will either voluntarily or involun-
tarily exit the markets. Yet nobody will know which plunge actually sets the low. Only in retro-
spect – after several or more of these up-down lurches – will the investment community real-
ize that THE BOTTOM came and went months earlier. By the time people realize that it really 
is finally over, share prices of the types of truly great companies that we want to own will by 
then have moved upwards considerably from their lows (which, looking backward, will appear 
to have been insanely cheap). And where will those shares be? In your portfolios, we hope.  

Editor's Note  
If you compare the chart above with Fig. 2 in "Back to the Future" you will note that this secu-
lar bear has thus far consisted of two vicious cyclical bear moves with an intervening cyclical 
bull rally. Then, if you take a look at Fig. 3 from "Back to the Future" you will note that the prior 
three secular bears (1906-1921, 1929-1949, and 1968-1982) lasted 15, 20 and 14 years re-
spectively. The average duration of those prior 3 secular bears was 16.33 years. To date, the 
current bear is nearly 9 years old, relatively young compared to the average of the prior 3 but 
thus far it has been the most vicious since the 1930's. If you read between the lines and con-
sider Figs. 2 & 3 in conjunction, and the time series data within context to the pricing and 
valuation environments of the day, durations of secular bear markets seem to be less corre-
lated with time and more with price and value. Basically, the further prices get away from un-
derlying value the longer or sharper are the corrective phases -- and that works in both direc-
tions. Nobody knows whether the cyclical rally that will follow this bear phase will be the birth 
of a whole new secular bull market or whether it will just be another bullish cyclical chapter of 
the current secular bear. To us, while it is of historical interest, the answer is not terribly impor-
tant. If a couple years from now stocks have gone up too far too fast and we feel the need to 
lighten up again, so be it. Either way, it will be a nice problem to have.  

Fig. 1 2000 to 200?  Secular Bear Market through November 21, 2008 

Source: SaratogaRIM and Standard & Poor’s 
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When you think about the companies we are investing in, keep in mind that we only invest for 
the long-term. We never have – and never will – base our buying decisions on where we be-
lieve a stock will be or what a company will be doing three, six or nine months from now. Our 
investment horizon lies several years past this recession. As such, it doesn't bother us if the 
share prices of companies continue to fall after we take initial positions, as it would allow us to 
add to our ultimate position at even better prices. We know we won't be able to pick exact bot-
toms and we don't mind scaling in. Remember, we are making long-term investments in great 
businesses at bargain prices. 

Consider the essays that follow a refresher course. For those of you already well-versed in our 
investment philosophy and who already understand the historical perspective we are talking 
about, feel free to use them to kindle your Thanksgiving fire or line the birdcage. Better yet, 
pass them along to a friend in need of sound financial advice.   

Let me close with a few words we hope will prove inspirational. By taking profits when prices 
were high we built up our strategic cash reserves. That minimized our losses in the crash and 
positioned us to seize the day when new opportunities arise. As we've said, we expect this 
recession to be the worst in our lifetimes. What is critical to recognize, is that the fear and un-
certainty that will accompany it will foster one of, if not THE best investment environments any 
of us are ever likely to see. This is crucial to all of us. I will be investing most of my net worth 
not tied to my house or this business right along with you – and I will do so as wisely as my 
team and I are capable of.  

The bottom line is this: We sold well. Now it's time to buy well. 

KT 
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Returns from investing have been muted in recent years.  Not being an expert on the religious concept of pur-
gatory, I cannot speak definitively on the topic.  However, given my limited understanding of the meaning of 
the word, it seems an appropriately analogous description of the investment climate over the last half-decade.  
Which begs the question, are we in a secular bear market? 
 
The term secular comes from the Latin word “saecularis” which means - of an age or generation.  The most 
recently completed cycle was the bull market from 1982 to February of 2000.  There are not many investors 
today who are old enough to remember the secular bear market that preceded it, and those who do would 
rather forget it.  That one lasted from 1966 or 67 to 1982 depending on how you date it. 
 
The causes of secular moves are less obvious than those of the cyclical variety.  Market historians claim that 
secular bear markets are caused by extended periods of inflation or deflation.  There is also a strong correlation 
with major armed conflicts as seen with World War I, World War II, Korea and Viet Nam.  This has usually 
been attributed to the delayed inflationary ramifications of extended extraordinary levels of deficit spending 
that are required to sustain a war effort.  Historically, secular moves are quite extended -- sometimes lasting as 
long as twenty years. 
 
The use of the word “Cyclical” in financial lexicon can be somewhat confusing or misleading because secular 
markets are also cyclical with alternating bull and bear phases.  But the reason “cyclical” markets are referred 
to as cyclical is because they correlate with fluctuations of the general business cycle.  As such, they are typi-
cally far shorter in duration than the secular type – typically only lasting one to three years.  They are generally 
seen as short-term cyclical corrections within the confines of longer-term secular trends. 
 
Citing Webster, purgatory is defined as 1. A state in which the souls of those who have died in grace must ex-
piate their sins before attaining heaven.  2. A place or condition of suffering, expiation, or remorse. 
 
Putting this into market terminology: the period of time that market participants must endure while the ex-
cesses of a prior secular bull market phase are worked off before attractive investment alternatives are once 
again available, at prices likely to produce attractive returns.  Putting it into plain English, after long periods of 
high returns, stocks tend to trade sideways for a long period of time.   At the end of the day, total returns from 
secular bear markets are typically limited to the dividend yield.  This does not mean that secular bear markets 
are simply characterized by flat, sideways movements.  Quite the contrary, secular bear markets are typically 
characterized by intermittent sharp moves up (cyclical bull markets within the confines of secular bear mar-
kets) and vicious moves down as secular forces ultimately reassert themselves.  These cyclical moves can last 

 

Average S&P 500 Annual Total Real Return (w ith dividends reinvested and adjusted for inflation)
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as long as a couple of years. 
 
It is here where the greatest dangers and pitfalls lie for investors and speculators alike.  As people mistake the 
cyclical rallies for the real deal they are lured back into the markets after they have rallied substantially (in fear 
of being left behind), just to be scared out again once prices fall back when the secular forces reemerge.  Hav-
ing started my career in 1985 in the wake of a vicious secular bear market, I was told by one of my earliest 
mentors that the problem with bear markets was there were lots of opportunities to repeatedly compound your 
mistakes.  What was needed was to be disciplined and patient. 
 
Just like night following day, history shows that the stock market has experienced recurring periods of very 
high returns that are followed by (usually long) stretches of very low returns. 
 
The good news is that I believe we are already well into this process.  The bad news is that if history is any 
guide we may still have a ways to go.  The market over recent years has already purged many of the excesses 
that had built up in the marketplace in the latter part of the 1990’s. 
 
As earnings have grown at a robust pace over recent years while prices have remained relatively flat, after the 
significant declines of 2000 through 2002, valuations have become far less unattractive and in some cases 
quite reasonable.  This is true especially if you believe that inflation and long-term interest rates will stay low 
for a long time into the future (probably at least a decade) and you also assume that corporate earnings will 
continue to grow at robust rates.     If this were going to be the case, you could make a compelling case that at 
current stock prices are cheap, especially relative to real estate and bonds.  I will talk more about this later, but 
this combination of presumed economic forces that results in conditions that are not too hot and not too cold 
(just right) is commonly referred to as the “goldilocks” scenario. 
 
Bull Market Cycles 
           Average return of S&P 500  Average return of S&P 500 
                                           (with capital gains only)      (with dividends reinvested) 
1983 - 1999 (16 years)     12.1%   15.7% 
1950 - 1966 (16 years)       9.3%   14.1% 
1922 - 1929 (7 years)     19.3%   25.4% 
1898 - 1902 (4 years)     11.8%   15.6% 
(Source: Bull! - by Maggie Mahar) 
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Unfortunately, sometimes these cycles can last far longer than it seems like they should.  For example, on 
January 1, 1966 the Dow Jones Industrial Average was flirting with the round number one thousand at 969.26.  
It touched 1,000 in January and February of that year and it did not get back to that level again until November 
of 1972.  From there, the Dow once again flirted with 1,000 for about two months, briefly making new highs 
and spurring much bullishness and fanfare from Wall Street.   As usual, the general bullishness emerged just 
before the bear reasserted itself in 1973 – 74.  After a vicious bear move, spanning nearly two years, the Dow 
traded as low as 570.01 on December 9th 1974.  (To put that in perspective, in percentage terms, that would be 
like the Dow falling from 10,000 today to 5,700.)  From there, the market once again rallied for more than a 
year all the way back up to 1,000 in February of 1976 where it once again stagnated into a trading range de-
fined roughly between 750 and 1,000.   The Dow spent the next six and a half years bouncing around in that 
range.  It finally broke above 1,000 for good in October of 1982.   This was the birth date of the secular bull 
market that died in February of 2,000.  The total time span of the secular bear market was fifteen years and ten 
months. 
 
Incidentally, long-term secular trends are not confined to the equity markets.  They are also observable in the 
markets for both fixed income and real assets like commodities and real estate.  Not coincidentally, the bond 
market also began its most recent secular bull market in 1982 -- the same year as its recently deceased equity 
cousin.  After rising for roughly thirty-five years, interest rates finally peaked in 1981 at 15%.   This marked 
the end of a secular bear market for bonds that began in 1946.   
 
I believe that the secular bull market in bonds that began in 1982 ended in June of 2003 when the 10-year 
treasury yield made it’s low of 3.1%.  In the last two years and one month, rates have risen by roughly a third 
to 4.1%.  We also observe that because interest-rate cycles tend to be very long lasting, with rates typically 
trending up or down for a generation or more, yields could be on the rise for a long time to come.  Incidentally, 
this is why I have been urging people with variable rate mortgages to refinance to fixed rates.  It is also why I 
have been suggesting that extreme caution should be exercised in purchasing real estate at current prices. 
 
This year, the Dow Jones Industrial Average, the S&P 500 and the Nasdaq Composite index all ended the first 
half of 2005 lower than they started it.  As of the end of June they are also down for the last 12 months.   In 
fact, all 3 indices have produced negative returns for the last five years, even including dividends. 
 
I concede that five years seems like a long time (and is a long time in the context of our own personal invest-
ing lifespans) but if you look at it objectively and consider it within proper context; it is actually just a couple 
grains of sand passing through the hourglass of history.  As you can plainly see from the surrounding charts 
and tables, when you think about market returns over the past five years, if you are intellectually honest with 
yourself, it is hard not to recognize which type of environment we have been in.  At some point the “if it looks 
like a duck and it quacks like a duck then it’s a duck” theory kicks in. 
 
                                                    
                                                Commodity Market Cycles 1937—1999 
 
                                   Begins          Ends       Duration (years)           Change (%) 
   1939  1954  15   99 
   1954  1970  16             -41 
   1970  1981  11             106 
   1982  1999  18             -68 
                                                         (Source: Bull! - by Maggie Mahar) 
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Bear Market Cycles 
             Average return of S&P 500    Average return of S&P 500 
                                           (with capital gains only)      (with dividends reinvested) 
1967 - 1982 (15 years)          -3.8%     0.2% 
1930 - 1949 (19 years)          -1.8%     3.2% 
1903 - 1921 (18 years)          -4.4%     0.6% 
1882 - 1897 (15 years)          -1.2%     3.4% 
2000 - ?        
   (Source: Bull! - by Maggie Mahar)

 
 
In thinking about the future, especially as it pertains to investing, it is important to recognize that there are in-
numerable possible outcomes.  When you roll dice, you know with absolute certainty that the odds are one in 
six that you will roll any particular side because there are only six sides.  In the investment world we don’t 
even know how many sides there are.  The historical recognition of these types of secular and cyclical influ-
ences that we have been discussing is just one of many factors that go into the investment process.  That hav-
ing been said, we recognize that we will never know with certainty how the future will play out.  History is 
history, not a road map to the future.  Because the perceptions and circumstances of the participants are never 
exactly the same, every market cycle is different. 
 
We invest in individual businesses as opposed to markets.  Aside from being interesting, macroeconomic fore-
casting is significant primarily to the extent that it influences the assumptions about future growth rates (of 
earnings) and what is the proper discount rate to use in your valuation models.  We also believe it is critical to 
be cognizant of these secular mega-trends as they strongly influence the investment landscape in general. 
 
The problem with the goldilocks scenario, that I referred to earlier, is not with the conclusion but with the as-
sumptions.  For long-term interest rates to stay low for a long period into the future, the global economy would 
probably have to weaken substantially from current levels.  This would not be conducive to the second as-
sumption, which is that earnings would also need to continue growing at a brisk pace.  Conversely, if earnings 
continue to grow because the economy remains relatively robust, there is a high probability that interest rates 
will rise.  The odds of simultaneously experiencing enduring rates of strong earnings growth and perpetually 
low levels of long-term interest rates are remote. 
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The conundrum is based on this contradiction.  The global bond market seems to be forecasting a very differ-
ent future than the commodity, equity or real estate markets.  The bond market, perhaps with an eye on the ex-
tremely high amount of debt that has accumulated in the American economy, seems to imply a dramatic 
worldwide economic slowdown if not outright recession. 
 
I said “seems to” because it is possible that distortions caused by foreign central bank recycling of our trade 
deficit back into U.S. Treasury securities might mean that the bond market is not necessarily signaling a slow-
down.  It may simply mean that because foreign central banks, primarily China and Japan, are price and yield 
insensitive our bond market is just artificially expensive.  In other words, intermediate and long-term interest 
rates are artificially low.  But if this is true, then to the extent that low interest rates are economically stimula-
tive, economic growth and consequently corporate earnings are artificially high. 
 
Either way, this scenario does not suggest the likelihood that aggregate earnings growth will continue at the 
pace envisioned by the goldilocks adherents.  On the other hand, if the bond market happens to be wrong (or if 
the artificial stimulus evaporates), as markets for physical assets (like commodities) and the Federal Reserve 
both seem to be suggesting, then both inflation and interest rates are likely to rise.  Regardless, it seems 
unlikely that a long period characterized by both extremely low interest rates and extraordinarily high growth 
rates of earnings is a probable scenario. 
 
We very strongly believe that market timing is impossible.  This is not necessarily because we don’t think that 
past historical data is relevant.  It is more an acknowledgement that the past seldom tells us when it is going to 
spring a nasty surprise on us.  Wars, stock market bubbles and crashes, terrorist attacks and depressions come 
and go, but they always seem to arrive as a surprise.  Because we cannot forecast these types of events, and 
because we are long-term investors we rely far more on bottom up fundamental analysis to carry us through 
the abyss. 
 
I do want to point out that being a long-term investor does not preclude taking advantage of both secular and 
cyclical market swings, but it is important to recognize that you are pricing the market as opposed to timing it.  
When stocks are cheap we want to be buying and when stocks get expensive we want to be lightening up.  Not 
because of when they were cheap or expensive but because they were cheap or expensive.  The last time we 
experienced a cyclical buying opportunity (when there were numerous stocks trading at prices significantly 
below intrinsic value) was right around the start of the war in Iraq.  Since that time we have basically been en-
joying a cyclical rally which has not really given us any obvious entry points. 
 
At the end of the day, when you get down to the nuts and bolts of actually attempting to estimate intrinsic val-
ues of individual businesses, changes in assumptions about future growth rates or discount rates will change 
the values indicated by your model.  The point is, even though we are bottom up investors, macroeconomic 
issues definitely do affect the valuation process all the way down to the individual company level. 
 
We try to deal with these factors in a number of ways.  Even before the valuation process begins, we try to 
limit the universe of potential core investments to those companies that we consider to be financially sound, 
profitable businesses that are managed by people we think are honest and competent.  As importantly, we need 
to believe that the company has what we consider to be positive economics and sustainable long-term competi-
tive advantages.  This process eliminates roughly 98% of all companies as potential investments.  So before we 
even begin the valuation process, we have narrowed the scope of our investment universe to those companies 
likely to provide satisfactory long-term business results regardless of economic or market conditions. 
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Next, we try to be very conservative with the assumptions that we make in the actual valuation process.  For 
example, we don’t let the embedded discount rate in our proprietary valuation model fall below six percent, 
regardless of how low interest rates are.  With the 30-year interest rate currently at 4.38% we have built in a 
significant cushion against possible future increases in long-term interest rates.  We also try to use very conser-
vative estimates about future growth rates. 
 
Finally, and probably most importantly, is our use of Ben Graham’s concept of a margin of safety where we 
limit our maximum purchase prices to a significant discount to our estimates of intrinsic value. 
 
This helps to protect us in case our conservative assumptions end up being overly optimistic or in case there is 
a significant change in the economics of the underlying business.  It also allows for the possibility of above 
average returns when the market price catches up with the higher underlying intrinsic value. 
 
We believe that the combination of our selectivity and valuation process with the margin of safety has helped 
us to get through the purgatory like conditions of the past several years in relatively good shape.  Furthermore, 
when our time has been served and the market gods ordain that it is appropriate for the investment world to 
once again begin moving forward, we believe that we will be well positioned.   In the mean time, we will con-
tinue to opportunistically balance the trade-offs between risk and reward in the most intelligent way we can. 
 
Finally, while the market may have a strong say about the timing of performance numbers; we strongly believe 
that it will be the quality of our research, and our discipline in implementing it, that ultimately help to ensure 
that over the long haul we are able to provide you with adequate returns. — KT 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

 

“The real trouble with this world of ours is not that it is 
an unreasonable world, nor even that it is a reasonable 
one.  The commonest kind of trouble is that it is nearly 
reasonable, but not quite.  Life is not an illogicality; yet 
it is a trap for logicians.  It looks just a little more 
mathematical and regular than it is; its exactitude is 
obvious, but its inexactitude is hidden; its wildness lies 
in wait.”-  G.K. Chesterton 
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The Dow Jones Industrial Average, the S&P 500 and the Nasdaq Composite index all ended the first half of 
2005 lower than they started it.  They are also down for the last 12 months.   In fact, all 3 indices are down for 
the last five years.  How does this relate to the 10% or 11% per year that the stock market is supposed to return 
over the long-haul?  One of my pet peeves against the “financial planning” community in particular and the 
marketing machine that we call Wall Street in general, is their over-use of long-term average rates of return for 
marketing purposes.  Consider the table below that shows the returns (including dividends) from the S&P 500 
over the past forty years.  The time span covered is for the years 1965 through the end of 2004. 
 
 S&P 500 
1965 10.00% 1975 37.20% 1985   31.6%  1995 37.6% 
1966 -11.70% 1976   23.6%    1986   18.6%  1996 23% 
1967 30.90% 1977   -7.4%  1987 5.1%  1997 33.4% 
1968 11.00% 1978   6.4%  1988   16.6%  1998 28.6% 
1969 -8.40%        1979   18.2%  1989   31.7%  1999 21% 
1970 3.90%  1980   32.3%  1990 -3.1%  2000 -9.1% 
1971 14.60% 1981   -5%  1991 30.5%  2001 -11.9% 
1972 18.90% 1982   21.4%  1992 7.6%  2002 -22.1% 
1973 -14.80% 1983   22.4%  1993 10.1%  2003 28.7% 
1974 -26.40% 1984   6.1%  1994 1.3%  2004 10.9% 
 
Average Annual Gain from 1965 to 2004 = 10.4% 
Overall Gain from 1965 to 2004 (with all dividends reinvested) = 5,318% 
 
The use of long-term average numbers can be very misleading.  Many investors simply assume that if they in-
vest in stocks (and they just get average returns) they will receive the long-term average every year.  That is, 
they assume that they are typically entitled to earn something close to a 10.4% return in most years.  If you 
take a closer look at the numbers, you will see that it is very rare that returns for any one particular year actu-
ally even come very close to 10.4%.  In fact, since the end of the 1960’s, single year returns for the S&P 500 
have usually been either significantly higher or lower that the 10.4% implied by the average.   In other words, 
it is abnormal for the stock market to behave normally.  If you look at the data, in the last forty years there 
have been only four years that the S&P 500 came even close (if you define close as, say, 2% on either side) to 
the long-term average of 10.4%.   Since the end of the 1960’s, there have been only two years when the S&P 
500 returned between 8.4% and 12.4%. 
 
The good news is that over long periods of time there is, in fact, a smoothing effect that is caused by averaging 
out the good and bad years.  Furthermore, if you are fortunate enough to be living off the returns from your 
funds during good times you could be the beneficiary of a windfall.  The flip side is demonstrated by the fact 
that human life spans don’t always correlate very nicely with financial cycles.  If you had retired at the end of 
1964 and been relying on the financial markets to pay you 10.4% per year during your retirement years you 
were in for a rude awakening.  Over the next ten years, you would have earned a total return of only 1.39% per 
year.  Furthermore, more than 200% of that return would have come from dividends, so if you were spending 
the income to live on, you would have actually lost principle over that ten-year time frame.  If you retired at 
the end of 1999, you understand exactly what I am talking about. 
 
We don’t get to pick when we are born and we don’t get to select the type of investment environment that we 
have to deal with during our retirement years.  Financial plans that are built upon extrapolations of past returns 
into the future are typically not very useful.  They certainly are not worth paying to have one created.  The 
truth is that you don’t get to pick the cards that are dealt to you.  You simply have to roll with the punches and 
over time allocate capital using a disciplined methodology as intelligently as possible. — KT 

Long-Term Averages don’t tell the whole story   
(excerpted from 2005 Q2 Quarterly Report, originally published July 23, 2005) 
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Good economic growth should be supported by internal income generation and savings. Unfortunately, US 
growth over the past decade - especially the past five years - has been driven by asset bubbles and debt. Dan-
gerous levels of debt has led us to experience false prosperity. Excesses in the property market are now 
showing classic symptoms of a mania with exotic financing schemes - interest-only and negative amortiza-
tion mortgage loans and "asset flipping." 
 
After the NASDAQ bubble began to deflate in the spring of 2000, we saw strong liquidity driven gains in 
other asset categories including art and real estate. The Fed's extraordinary monetary accommodation policy 
is to blame for the serial bubbles. We now have an increasingly frothy real estate market, financed by a 
mountain of debt, and an expensive fixed income market. Does it mean that stocks are reasonably valued? 
 
In terms of relative value, stocks have indeed become increasingly attractive compared to investments in 
bonds and real estate. However, it does not mean that equities in the aggregate are reasonably valued in rela-
tion to their fundamentals. 
 
It would be fallacious to assume that equities' current P/E ratio deserves to be high because of low interest 
rates. This argument would require that future interest rates would need to remain fixed.  Too many investors 
rely on the popular argument that low interest rates justify high P/E ratios. However, they have failed to heed 
the fact that these lower rates and higher P/E ratios have in the past been associated with weaker subsequent 
stock market performance as interest rates subsequently rise. 
 
It would be inadvisable to base investment decisions primarily on relative value terms. During the stock mar-
ket bubble of the roaring nineties, it would have not made sense, in hindsight, to buy stocks trading at a P/E 
ratio of 100 times because they were attractively valued compared to stocks trading at a P/E ratio of 200 
times. 
 
It is important to remember that secular bear markets are characterized by high levels of volatility (as ex-
plained in the "Are we living in a secular bear market" section, p. 3 of this newsletter). Despite several ex-
plosive rallies, the Japanese stock market kept making new lows until it reached a near two-decade low in 
2003, even with a zero interest policy rate. The BOJ is still stuck with that rate today.  
 
When investors begin to lose faith in the real estate bubble, there is the possibility that stocks may stage a 
broad based rally. This would not surprise us, as most investors have unfortunately become relative-value 
oriented and would find stocks attractive. Even the Fed's tightening campaign is, within the context of real 
rates (i.e., after inflation), far from inadequate to contain the madness of our bubble-driven economy. 
 
Being in a secular bear market, if this stock market rally were to materialize, it would be unlikely to hold up 
over the long haul. We would have no intention of chasing it as we do not believe in market timing or suc-
cumbing to herd mentality. As the stock market is still expensive in absolute terms, it would become even 
more difficult to find stocks with compelling valuations and a reasonable margin of safety. It does not mean 
that we should give up our quest to find absolute value in certain equities. Opportunities will present them-
selves as long as we remain patient and disciplined in our investment approach. 
 
If there would be a reason for why we would not see a stock market rally in the aftermath of a real estate 
bubble shakeout, it would likely be due to deflationary pressures. At low levels of CPI inflation, such a sce-
nario could happen. No matter what, the risks of the property bubble exceed the risks of the equity bubble 
five years ago; the latter was far less driven by leverage and the Fed now has less room to cut rates. There are 
also the possible oil price and China-slowdown factors to contend with. The endgame has become increas-
ingly perilous. — SF 

The Danger of Relative Value Investing Today   
(excerpted from 2005 Q2 Quarterly Report, originally published July 23, 2005) 
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A ccording to Warren Buffett, “Price is 
what you pay. Value is what you get.” 
 

Somber Reality Check 
When the US stock market established a six 
year high in May 2006, it did “nothing” for six 
years. In other words, the market was never 
able to get ahead of its record high set six years 
ago.  
 
After spending all this time in “purgatory,” some 
investors wondered as to whether a new secular 
bull market wasn’t overdue. However, the mar-
ket has subsequently declined since May 2006. 
S&P 500 is now at 1,240, 19% below its record 
high of 1,527. NASDAQ Composite is at 2,020, 
60% below its peak of 5,048.  
 
It is depressing to note that S&P 500’s annual-

ized total return, which includes both capital 
gains and dividends, amounted to just 3% be-
tween mid-1998 to early May 2006, lagging the 
return on US Treasury bills. This period includes 
S&P 500’s 33% rise from mid-1998 to until the 
bursting of the bubble in 2000 (Fig. 4). (During 
this period, NASDAQ Composite increased 164 
%.) 
 
A Refresher on Secular Trends 
Mindful of these disappointing numbers, it is 
worth revisiting our discussion of secular stock 
market trends in our July 2005 report.  
 
It should not have surprised us that the market 
has “done nothing” for the past six years. Upon 
the conclusion of secular bull trend, unless there 
is a market crash, the subsequent secular bear 
market typically endures lengthy periods of 

Valuations Don’t Lie  
(excerpted from 2006 Q2 Quarterly Report, originally published July 24, 2006) 
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moving sideways, which often involves several 
spikes and gut wrenching plunges (see Fig. 5). 
 
The spectacular 18-year secular bull market that 
ended in 2000 was unparalleled in duration and 
strength. Consequently, when the bubble burst 
in 2000, an entire generation of investors was 
too young to remember the secular bear market 
that preceded it. Amongst the older generation 
who invested during that period, many had for-
gotten their lessons. Over the last few years, 
many investors had to learn the hard way that 
rules of the game are different during a secular 
bear market.    
 
Due to rich asset valuations (including equity 
and housing), global imbalances, and enduring 
geopolitical tensions, we believe that the current 
secular bear market still has a long way to go 

before running its full course. The last secular 
bear market ran for 16 years from 1966 to 1982.  
 
Why Valuations Do Matter 
The lesson that all investors should have 
learned over the past six years, when the 
stock market “did nothing” is that valuations 
do matter. 
 
The problem is that many investors are overly 
optimistic and impatient. They don’t want to be-
lieve that their buy-and-hold approach to growth 
stocks, which worked so well in the secular bull 
market, may not be profitable for many years in 
a secular bear market. They think that six years 
in “purgatory” is long enough. 
 
As the wealth divide in America widens, many 
investors are unprepared to be patient enough. 

16 years 

25 years 

17 years 

 

Long periods of “purgatory” often follow secular bull markets. 

Fig. 5: Dow Jones Industrial Average - 1896 to 2006 

Source: Tanner & Associates Asset Management and Dow Jones 
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They want to keep up with the Joneses but their 
wages haven’t kept up with their spending binge 
on kitchen and bathroom remodeling, home ex-
tensions, fancy home entertainment systems, 
luxury cars, vacations etc. The previous genera-
tion pursued the American Dream through hard 
work, savings, sacrifice etc. Our generation has 
bought it through debt. Unfortunately, their debt 
burden is rising to unmanageable levels.  
 
Paradigms Fail 
During the run up to the last stock bubble, many 
investors didn’t care for valuations as long as 
their momentum investing style kept working 
and stock market indexes kept making new re-
cord highs. They bought Greenspan’s argument 
that the New Economy productivity paradigm 
was here to stay. They agreed it made sense to 
value Internet companies on a relative basis in 
terms of eyeballs or mouse clicks instead of 
profitability! They ignored the fact that previous 
paradigms have always ended miserably for 
those who did not appreciate the importance of 
valuations relative to market prices.  
 
If one pays too much for a stock – regard-
less of how exciting its products are, how 
strong its price momentum is, or how im-
pressive their management team is, etc. – 
the long term return is certain to disappoint. 
In the short term, the tide may raise all the boats 
but emotional considerations often prevent in-
vestors from realizing their gains. 
 
Cisco Example 
Here’s a good example to consider. In the late 
nineties, the American public became enamored 
with Cisco. In just three and a half years, the 
stock had climbed from $1.95 (adjusted for 
stock splits) in early 1995 to $15.76 in mid-July 
1998. Forming the backbone of the Internet in-
frastructure, Cisco’s networking routers were 
one of the hottest products in the technology 
marketplace. Cisco’s management received 
rave reviews from the media.  
 
Throughout 1998, Cisco traded at a rich P/E ra-
tio between 33 and 81 times. If one bought the 
stock at $15.76 in mid-1998, just before technol-

ogy stocks led NASDAQ Composite on a 164% 
ascent, he/she would have a total return of just 
1.6% today.  
 
Unfortunately, the birth of a new secular bull 
market is unlikely to happen until valuations be-
come compelling again from a risk-reward 
standpoint. In other words, market prices would 
have to be low enough relative to intrinsic value 
such that well informed investors would be able 
to invest with a “margin of safety” (or high 
enough risk premium).  
 
Extreme Psychology 
A long drawn out secular bear market creates 
fear, uncertainty, and a loss of confidence. 
When stocks hit the bottom and turn up to begin 
the next secular bull market, most investors sim-
ply don’t believe it. Many investors would have 
already exited the market and would not be in-
terested in getting back into the game. Long 
term market forecasts and economic projections 
are dismal. 
 
Tops and bottoms of secular bear markets also 
mark turns in extreme investor psychology. At 
the top, people want to be in the market be-
cause they are afraid of missing out on further 
gains. At the bottom, the psychology is more 
extreme; the majority of investors are fearful 
and do not wish to be in the market.  
 
At secular bear market bottoms, it is unfortunate 
that many “psyched out” investors have chosen 
not to get involved. At this bottom in market 
prices, there are many compelling buy opportu-
nities from the value investing standpoint. As 
the long term Dow chart shows (Fig. 5), the 
secular bull market generally starts strongly 

“For some reason, people take their cues 
from price action rather than from values. 
What doesn’t work is when you start doing 
things that you don’t understand or 
because they worked last week for someone 
else. The dumbest reason in the world to 
buy a stock is because it’s going up.— 
Warren Buffet 
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from the bottom of secular bear markets, with a 
powerful and sustained rally. 
 
There are obvious advantages to be fearful 
when others are greedy and to be greedy when 
others are fearful. 
 
Complacency 
Fear in the market is certainly not the case to-
day, as market action shows us that there are 
speculators who still believe that we are in a 
secular bull market. Since mid-May 2006, the 
Dow has experienced over six 100-point one-
day rallies, spurred each time by the belief that 
the Fed was done with raising interest rates. 
 
This reminds us of the volatility in NASDAQ 
Composite when it declined from just over 5,000 
in March 2000 to 2,000 in March 2001. Many 
investors were speculating that the downturn 
was temporary and that the secular bull market 
would come back to life. During this period, the 
index experienced 15 days of 5%-plus gain and 
16 days of 5%-plus loss. In contrast, when 
NASDAQ Composite went from 2,000 in mid 
1998 to just over 5,000 in March 2000, it experi-
enced only three 5%-gain days and three 5%-
loss days. 
 
Buffett’s Simple Rules  
Warren Buffett is fond of two rules of invest-
ing. They are Rule # 1: Don’t Lose Money, 
and Rule # 2: Don’t Forget Rule #1. 
 
These rules are indeed so simple that investors 
wouldn’t need a quiz on them in order to re-
member them for a lifetime. To succeed over a 
lifetime of investing, it is not necessary that we 
find the next Microsoft but it is crucial that we 
avoid significant losses. You’d need a 11.1%, 
25%, 100%, and 300% gains to recoup 10%, 
20%, 50%, and 75% losses respectively. 
 
During the stock market bubble, NASDAQ Com-
posite was a bellwether index for risky technol-
ogy stocks. The index lost 78% between its 
peak in March 2000 and bottom in October 
2002. Assuming average returns of 10% per an-

num, it would take over 15 years just to get back 
to even! During secular bear markets, it would 
take much longer, as the index typically drifts 
sideways for several years. The index is still 
60% down from its peak.   
 
History tells us that rich valuations have led 
to considerable losses, particularly when in-
terest rates and commodity prices are rising.  
 
Caveat on Market Timing 
We do not believe in market timing, which in-
volves predicting a turning point and getting a 
jump on the market.    
 
Looking back at market history, there have been 
very few successful market timers. Even suc-
cessful market timers tend to crash spectacu-
larly at some stage. Mr. Market is capable of 
taking even the most astute trader by surprise – 
many future events are simply unpredictable. 
Furthermore, staying out of the market involves 
the risk of missing out on some of the market’s 
best years. 
 
Capitalizing on Market Movements 
Although we are long term investors who do not 
believe in market timing, we do take advantage 
of both secular and short-term market move-
ments through market pricing.   
 
We are invested in the market at all times, 
which allows us to benefit when the market ral-
lies. However, if the overall market is richly val-
ued as is the case now, we keep strategic re-
serves of cash, which enables us to acquire 
stocks at lower prices whenever a short-term 
opportunity arises. 
 
Such opportunities occur when the market is 
gripped by momentary fear or undergoes an ir-
rational phase, such that stocks prices drop of-
ten sharply and quickly. Ben Graham, the legen-
dary pioneer of securities analysis and mentor 
of Warren Buffett, wrote, “Basically, price fluc-
tuations have only one significant meaning for 
the true investor. They provide him with an op-
portunity to buy wisely when prices fall sharply 
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and sell wisely when they advance a great 
deal.” 
 
Strategic Cash Reserves 
The level of our strategic reserves of cash does 
not depend on a prediction as to when the mar-
ket will turn. When stocks are cheap, we in-
crease our exposure to the market. When 
stocks are expensive, we reduce our exposure, 
which increases our strategic reserves. When 
we are unable to find any compelling investment 
opportunities, we are willing to increase these 
reserves. Patience is one of the cornerstones 
of our successful investment approach. 
 
Rigorous Investment Process 
From time to time, we may come across great 
investment opportunities by chance, while read-
ing several publications, conversing with ac-
quaintances at the ballpark, or doing research 
on other companies, etc. 
 
However, we also employ a quantitative screen-
ing process that removes around 98% of the 
companies in the stock universe from further 
consideration. This enables us to avoid wasting 
time on companies that have certain risks or 
shortcomings. The companies that pass the 
screening test are more likely to achieve satis-
factory long term results even during adverse 
economic or market conditions due to various 
factors such as strong balance sheets, above 
average profitability and sustainable competitive 
advantages, etc. 
 
We invest in businesses but it does not mean 
that we are only concerned with its internal 
characteristics such as profit margins, cash 
flows, quality of management, etc. We are also 
interested in external factors that ultimately in-
fluence the competitive advantages of the busi-
ness (e.g., barriers to entry, supplier and buyer 
power, threat of substitutes, degree of rivalry).  
 
Valuation 
Our valuation approach is based on “time value 
of money,” which is the concept that a dollar in 
hand today is worth more than a dollar in the 

future because it could earn interest in the 
meantime. If an investment has a future value of 
$110 in one year based on the assumption of a 
10% return, it can be discounted backwards to 
derive a present value of $100. 
 
Accordingly, we derive the valuation of busi-
nesses by discounting their expected future 
cash flows to a present value. This discount rate 
involves two components – the risk-free rate 
(usually the long term US Treasury yield) and 
an equity risk premium. 
 
The equity risk premium represents the addi-
tional return that investors expect over the risk-
free rate to compensate for market and com-
pany-specific risk. In our view, this is similar to 
the “margin of safety” concept that we discuss 
further below. 
 
As we explained in our mid-2005 report, we do 
not allow the discount rate in our calculations to 
fall below six percent even if interest rates are 
extremely low. As the valuation process is not 
exact science leading to one precise value for 
the business, we are conservative in our esti-
mates about the business’s future cash flows, 
growth rate, and discount rate.  
 
Once we have set up a valuation model for a 
business, it becomes easy to gauge the sensi-
tivity of the valuation to changes in our assump-

“If you understood a business perfectly and 
the future of the business, you would need 
very little in the way of a margin of safety. 
So, the more vulnerable the business is, 
assuming you still want to invest in it, the 
larger margin you’d need. If you’re driving a 
truck across the bridge that says it holds 
10,000 pounds, and you’ve got a 9,800 
pound vehicle, if the bridge is 6 inches 
above the crevice it covers, you may feel 
okay, but if it’s over the Grand Canyon, you 
may feel you want a little larger margin of 
Safety.— Warren Buffet 
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tions (e.g., how an increase in long term interest 
rates would reduce the intrinsic value of the 
business). 
 
Margin of Safety 
We go one step further. We make use of Gra-
ham’s “margin of safety” whereby we only 
purchase shares in businesses at prices that 
are at a significant discount to our estimates 
of intrinsic value. This is a conservative step 
that protects us in the event that we’re overopti-
mistic or there is an unanticipated change in the 
operating or macroeconomic environment. 
 
Proven Performance 
Our performance numbers – provided at the end 
of the report – shows that we have performed 
well in the short term, despite turbulent condi-
tions, and more importantly over the long term 
as well. Not many money managers can claim 
to have beaten the market over the long term 
like we have. 
 
We have avoided fads and herd mentalities that 
have whipped through the market from time to 
time. Our ability to protect and grow our clients’ 
assets is the reason why we have been able to 
beat the market. 
 
Although we are still in a secular bear mar-
ket, we believe that our disciplined invest-
ment approach, even keeled temperament, 
and unwavering belief in value investing will 
enable us to continue investing prudently 
and intelligently.  

 

“The most important quality for an 
investor is temperament, not intellect… 
You need a temperament that neither 
derives great pleasure from being with 
the crowd or against the crowd.” - 
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“Back to the Future” 

As a rule, we don’t speak just to hear ourselves talk. That said, recent turmoil on global finan-
cial markets warrants a review of our Second Quarter 2005 Report. In it we warned not to get 
too excited about the cyclical rally that had begun in 2002 and that the secular bear market 
probably had years to run. Incidentally, it was in that same report that we warned that the 
housing market was near a peak and would likely experience a painful correction. 

Way, way, way back in 2000 we suspected that a marathon sideways movement in equity 
markets had begun. By 2005 we were sure of it. The purpose of this review isn’t to pat our-
selves on the back (though, truth be told, we like to be right when so much is at stake) but 
rather to review a little market history that offers us an opportunity to discuss the inherent ad-
vantages of value investing. At this critical juncture we also hope to flag a few dangerous – yet 
commonly held – investment assumptions by discussing how equities markets perform over 
time.

The Dow Jones Industrial Average entered the Third Millennium (read: 1-1-2000) at 
11,497.12. More than eight years later, that most venerable American indicator of stock prices 
appears poised to once again dip below 11,500. Joining the Dow in this retrograde motion are 
its brethren, the S&P 500 and the Nasdaq. Total returns (including dividends) on the S&P 500 
have now lagged risk-free Treasury bills for a decade. At 1319 as I write, the S&P 500 is down 
about 150 points from its 1469 close on 12-31-1999. Markets have moved higher and lower 
since the turn of the century, yet at today's levels the Dow and S&P find themselves near the 
middle of a decade-long trading range, while the Nasdaq hovers at roughly half of its former 
level. Those, dear clients, are the facts. 

Nevertheless, the vast majority on Wall Street appear too short term oriented to see the forest 
through the trees. They’re obsessed with “calling the bottom” in markets and conveying per-
petual bullishness even though the real movement has obviously been not up or down but 
sideways. At some point you would think they’d figure it out.  

In this research note we examine the nature of secular bull and bear markets. By secular, of 
course, we mean long-term direction, as opposed to the pulse-like jumps and falls we call cy-
clical bulls and bears. Secular trends are the epic ones we, as long-term value investors, 
monitor with constant vigilance because they matter. Cyclical trends are fun, too, but in an 
MTV (or should we say, CNBC) kind of way.  
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Secular trends are what impact most directly the long-term average returns investors can ex- 
pect to earn towards retirement, a condo in Maui or whatever else they dream about or plan  
for. And as you will read below, common rules of thumb we’ve all heard a thousand times –  
like “stock values historically rise ten percent a year” -- simply don’t pass the sniff test. Unfor- 
tunately, too much of the financial news on televi sion is abjectly ahistorical, and too few peo- 
ple on Wall St. seem dedicated to examining how these types of factors can dramatically im- 
pact investment performance over a significant portion of an average person's lifetime.   

We are, we believe, in the enlightened minority. And the following update of our Second  
Quarter 2005 Report (which clients can still read on our website) illustrate why we believe  
that a secular bear has been in the driver’s  seat since the turn of the century.  

Ursidae Saecularis  
The word secular – meaning of an age or generation – comes from the Latin  saecularis.  This  
section’s title, which translates as “secular bear,” describes the prevailing conditions on Ameri- 
can stock markets since the dot-com meltdown in February 2000. That crash ended a secular  
upturn that began way back in 1982. That 18-year upswing had replaced the last great secular  
bear market in the United States, which had cast a pall on share prices since 1966 – three  
years before Neil Armstrong walked on the Moon.   

We mention this chronology to underscore a critical point: Secular trends are about history writ  
large. They shift only a handful of times in  any given century, and their movements define the  
macroeconomic environment – and therefore the investment climate – we live in.    

Fig. 1: History of Secular Bull and Bear Market Cycles (DJIA)  

Source: SaratogaRIM and Dow Jones  

Ann. Ret = Total Compounded Annual Return with Dividends Reinvested  
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Past secular bears have been strongly correlated to wars, which economic historians attribute  
to extraordinary deficit spending and its delayed inflationary ramifications. Secular trends can  
last as long as twenty years, and while they, too, are cyclical, do not confuse them with cycli- 
cal bull and bear markets representing smaller fluc tuations that more closely correlate with  
shifts in the business cycle and typically last anywhere from a few months to two years.  

All markets are risky but secular bear markets ar e particularly so. They unfold as the macro- 
economy, policymakers and investors confront (and ultimately mitigate) the excesses of the  
previous bull-run.  In investment terminology, secular bears appear after long periods of high  
returns on major stock indices, and they usher in long periods of sideways movement as  
valuation excesses are gradually alleviated. They also occur on bond, commodity and real es- 
tate markets. For stocks, total returns during secular bear markets are typically limited to the  
dividend yield.   

Nevertheless, secular bear markets are anything  but docile. They exhibit alternating sharp up  
and down movements – cyclical bulls and bears. Secular bear markets typically have peaks  
and troughs that trend lower (on an inflation adjusted basis) as multiples contract and valua- 
tion levels subside. Conversely, secular bull markets are accompanied by multiple and valua- 
tion expansion. Historically, secular bear markets have contained two to four cyclical bear  
markets.  

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  

Fig. 2: Cyclical Bear Markets within the 1966-1982 Secular Bear Market Cycle  

Source: SaratogaRIM and Dow Jones  
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fear of being “left behind” by a sustained upsurge. Then, as the underlying secular forces re-
assert their dominance, share prices tumble anew.  One of my early mentors summed up the 
dangers thus: “The problem with secular bear markets is that there are lots of opportunities to 
compound your mistakes.”   
 
Goldilocks and the Ten Percent Fallacy  
Market analysts love to invoke the intrepid girl who tangled with three bears to get a bowl of 
porridge that was “just right.” In their view, a Goldilocks Economy is one that’s neither too hot 
nor too cold; growth is robust, corporate earnings are strong and both inflation and long-term 
interest rates remain low. In mid-2005, we warned that economic growth and corporate earn-
ings looked artificially high, and therefore would not “continue indefinitely at the pace envi-
sioned by the Goldilocks adherents.” The upheaval of 2007 revealed Goldilocks for what it al-
ways has been --a fairy tale.  
 
Surprisingly, however, the notion that stock markets can and do deliver ten percent annual 
growth remains deeply entrenched in both theory and conventional wisdom. It’s not wrong, 
exactly; indeed, the average annual gain on the S&P 500 from 1965 to 2004, including divi-
dends, was 10.4%. Yet markets have also experienced long fallow periods during which 
returns were anything but “just right” for retirees dependent on them for their liveli-
hoods. Conclusion: long-term averages can be grossly misleading.  
 
Contrary to what many investors accept as conventional wisdom, market performance is more 
often than not comparable to the two bowls of porridge Goldilocks rejected, meaning that re-

Fig. 3: Alternating Bulls and Bears (Too hot or too cold) 

Source: SaratogaRIM and Dow Jones 

Measurements calculated based on cycle peaks and troughs - weekly data. 
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turns are often either blistering hot or ice cold. That is good news for those fortunate enough 
to retire at the front end of a secular bull market because their well-managed portfolios usually 
earn much more than the 10% long-term norm, whereas those unlucky enough to end their 
working lives at the front end of a secular bear sometimes earn almost nothing on their nest-
eggs for years. Between 1966-82, for example, compound annual returns on the stock market 
were actually negative 1.7% per year including dividends. And that didn't even take inflation 
into consideration. Retirement plans built on the premise that the stock market would do much 
of the heavy lifting during that era failed miserably.  
 
We don’t get to pick when we are born or select the prevailing investment environment in our 
retirement years. So making financial plans that extend far into the future based on averages 
of long-term historic market data is a fool’s game. That is not because historical data and ex-
perience are irrelevant – quite the opposite. To us, history is a constant reminder of two re-
lated ideas: that the world is constantly changing, and that much of what could potentially im-
pact us profoundly is unknowable until it happens. We read it to stay humble. (This, by the 
way, is why we do not make long term market forecasts, and also why we believe any invest-
ment strategy which does not afford the flexibility to duck when Mr. Market throws a round 
house at your head to be dangerous.) 
 
Pricing vs. Timing - A Value Investor’s Advantage 
Value investors can nonetheless capitalize on secular and cyclical changes. Not by timing 
markets, but rather by using them to buy shares in businesses that trade below their intrinsic 
values and to sell those shares when they become too expensive. The key is to price the 
market for buying or selling opportunities while never attempting to time the market.  
 
To achieve this, we use an analytical process that is painstaking but straightforward. First, we 
limit the universe of potential core investments to companies we deem to be profitable, finan-
cially sound and properly managed. We seek companies with business models we under-
stand, strong prospects for long-term growth, high returns on equity and little or no debt. And 
most important, each must have a sustainable competitive advantage—we like the “economic 
moat” metaphor to describe this critical element. We spend a lot of time thinking about the 
sustainability of competitive advantages. This is because all highly profitable businesses at-
tract competitors and only companies resistant to competition can sustain above average prof-
itability. If there is no moat all other analysis can become irrelevant. Insistence on these char-
acteristics eliminates some 98% of all listed companies from our universe before we even be-
gin the valuation process. 
 
In other words, we start our in-depth analysis with a short list of companies likely to provide 
satisfactory long-term results regardless of economic or market conditions. We value each 
company individually, using two separate proprietary valuation models. We then choose the 
lower of the two valuations derived by our models and apply Ben Graham's margin of safety 
concept to set our maximum purchase price for a given stock at a significant discount to our 
estimate of its intrinsic value.  
 
This margin of safety affords two distinct advantages. First, if our estimates end up too opti-
mistic, we can still earn a reasonable rate of return. Second, if we value the company cor-
rectly, we can earn extraordinary returns when the stock market price corrects itself and the 
share price rebounds. And to the extent that intrinsic value grows during our holding period, 
this process affords exceptional long-term investment opportunities. 
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However, this is not an automated black box or algorithm driven process. We do not automatically 
purchase a stock in our universe just because it dips below our "maximum purchase price." We 
also want to incorporate macro-economic conditions, industry trends and even behavioral finance 
into our buy/sell decision making process. This is where experience, judgment and common 
sense come into play. All else equal, we would prefer to have the wind at our back. 
 
Patience - The Differentiating Virtue 
Our process is unique even among those in the financial community who consider themselves 
value investors. Why? First and foremost, we start off by looking for great businesses as opposed 
to cheap stocks. (For this reason, at various points in the business cycle, outsiders have confused 
us for growth managers because they, too, look for some of the same characteristics that we do.) 
We are not the sort of value investors that buy shares just because they sink to multi-year lows.  
In contrast, we identify superior companies, figure out what they are worth and patiently wait for 
market opportunities to invest when we can do so at prices significantly below  fair value.  
 
Of course, this means that we spend very little time actually buying or selling shares. Indeed, the 
type of great businesses we want to own rarely trade at market prices significantly below intrinsic 
value, and when they do it seldom lasts for very long. They can land in our “sweet spot” due either 
to a company-specific setback or to troubles within their industry or the macro-economy as a 
whole – today’s credit crisis is an example of the latter. In any case, even shares of great busi-
nesses occasionally drop in a knee-jerk sell-off.  So long as the company's sustainable competi-
tive advantages have not been permanently damaged, such setbacks can create buying opportu-
nities regardless of prevailing market conditions. That said, cyclical bear markets, especially those 
occurring within the later phases of secular bear markets, offer the broadest and most compelling 
investment opportunities.  
 
Value investing is a process of buying stocks when they are cheap and selling them when they 
are expensive. Conceptually, it‘s that simple. Yet many financial strategies mandate that portfolios 
be fully invested all the time on the logic that “you gotta be in the market to make money.” In our 
view, any investor who implements such a "fully invested all the time" strategy  is subject-
ing himself to a distinct disadvantage. As we said earlier, opportunities to acquire shares of 
great companies at bargain prices come most often during bear markets. These are precisely the 
times when it is critical to be liquid, and raising liquidity by selling stocks is best done when prices 
are high, not low. Selling one great company at a low price to buy another at a great price is at 
best a relative value pick-up and a far less attractive proposition than buying with cash raised be-
fore the bear market began. Our process  --  the natural process of buying (or adding to) stocks in 
great companies when they are cheap and selling (or lightening up on) them when they are ex-
pensive—has ongoing advantages over any process with a self-imposed mandate to stay fully 
invested all the time, however well-executed.  
 
The related ideas that portfolios must always be fully invested and that higher risk is the path to 
higher returns are just plain wrong in our view. The way we look at the world, value investing of-
fers a process to earn superior long-term performance while simultaneously taking significantly 
less risk. Especially when Urisidae Saecularis reigns supreme. 
 
 
Kevin Tanner  
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The opinions herein are those of Saratoga Re-
search & Investment Management. 
(“SaratogaRIM”).  This report is not intended to 
convey investment advice or legal, tax, or finan-
cial advice.  If you wish to become a client of 
SaratogaRIM, you will be required to sign an In-
vestment Advisory Agreement that exclusively 
governs the relationship between you and Sara-
togaRIM. 

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. 
Under no circumstance is this an offer to sell or a 
solicitation to buy securities.  All data, informa-
tion and opinions are subject to change without 
notice. 

All contents and research in this report have 
been obtained from sources believed to be reli-
able, but accuracy and completeness cannot be 
guaranteed. Past performance is no guarantee 
of future results.  However, SaratogaRIM be-
lieves that the significance of long-term perform-
ance can sometimes be underappreciated. Sara-
togaRIM agrees never to disclose any financial 
information with regard to any aspect of your 
portfolios or private personal finances without 
your permission, unless required to do so under 
the law. 

If you ever obtain "inside information" of any 
type, pertaining to any security whether you own 
it or not, keep it to yourself. We do not want to 
know.   

This report or others on our website may contain 
quotes, statistics or other financial information, 
which has been obtained from sources, and is 
believed reliable but is not necessarily complete 
and cannot be guaranteed.  Prices and other 
quotations were as of the date of this report (or 
as close as possible) and as such do not repre-
sent either an offer to purchase or sell; they are 
presented purely for informational purposes.  
Our calculations are believed to be accurate but 
are not externally audited or guaranteed.  We do 
not assume any liability or responsibility for its 
accuracy or completeness.  

 Any statements non-factual in nature constitute 
only current opinions, which are subject to 
change without written or verbal notice.  Officers 
of the 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 se-
curities or commodities.  Opinions based on 
technical factors are primarily suited for the 
trader.  Opinions and statements of a fundamen-
tal nature, however, are geared for the long-term 
investor.  Therefore, there will often be instances 
when these opinions will be in conflict.  Sarato-
gaRIM is not a tax advisor and therefore as-
sumes no liability for any tax research.  Any in-
formation that is furnished to you should be thor-
oughly examined by a professional tax adviser.   
 
Valuation work has been made using present 
values of estimated future net cash flows, which 
is in no way intended to guarantee present or 
future value or to imply certain future returns.  A 
severe correction could significantly impact mar-
ket prices of securities mentioned herein.  Past 
performance is not a guarantee of future per-
formance.  In fact, no guarantee of any type can 
ever be made, implied, or intended with regard 
to future performance by any professional 
money management organization.   
 
SaratogaRIM’s privacy policy and most recent 
form ADV are available on our website, 
SaratogaRIM.com. 

If you have any questions or would like a written 
copy of our form ADV sent to you, please feel 
free to contact Kevin Tanner at our physical ad-
dress and contact details listed below: 

Kevin Tanner 
Saratoga Research & Investment Management 
14471 Big Basin Way, Suite E 
Saratoga, CA 95070      
 
E-mail: kevin@saratogarim.com 
Tel: (408) 741-2333        
Fax: (408) 741-1032 
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