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         Foreword by Merryn Somerset Webb  

         Russell Napier is not a crowd pleaser. There are no predictions of Dow 10,000 in this book. However, he is a fabulous historian, educator and, as his introductions to past editions of this book suggest, forecaster. The last preface – in 2009 – told us that valuations were low enough and deflation exaggerated enough that there was a substantial bear market rally ahead. There was. The question then – and the one Russell asks in his new preface – is whether the huge rise in most western markets since has been more than a rally. Was 2009 a great bottom and the market we are all investing in today a perfectly safe long-term bull market? 

         Russell’s answer to this? It is not. 

         It was impossible – for me at least – in 2009 to imagine the monetary environment we live with now. I couldn’t imagine interest rates in the UK staying at their lowest level in 300 years for 27 quarters and counting. I couldn’t really imagine negative interest rates or endless QE. It wasn’t immediately obvious that super-loose monetary policy would poison our economies with capital misallocation and huge over-supply of almost everything. And I don’t think it ever occurred to me that our central bankers would look at what is clearly an asset-price bubble created by their own policies and put it about that those same policies are working just fine. So well, in fact, that a bit more of them can’t (surely!) do any harm. 

         It was also all but impossible for most of us to imagine how all-powerful investors would come to see the central banks as being. In the years since 2008 our elected governments have effectively handed over financial crisis management to their unelected appointees at the Fed, the Bank of the England and the ECB and while the rational will think that this isn’t really a good thing (the most important thing to watch in a country should not be the minutes of its central bank meetings), for investors it has become a good thing. If every economic setback is seen as an opportunity for central banks to intervene again, we can’t really have bad news. Only higher asset prices. 

         That can’t last. It seems obvious that the market has become more fragile and more volatile as a direct result of constant central bank interference: note that the number of assets seeing moves of four standard deviations from their normal trading ranges has been rising sharply. At the same time it is hard to imagine that the fundamental conditions are in place for this to be a long-term bull market. If valuations are at the high end of their historical ranges but firms can’t find ways to increase their sales and produce the profit growth those valuations suggest they are capable of, how can stocks keep rising? And what of deflation? 

         Russell likes to say that most investors are wrong to think of equities as an asset. They are instead the ‘small sliver of hope between assets and liabilities’ – something that can be wiped out by deflation (which shrinks your assets but not your liabilities) in less than the time it takes your stock broker to explain that valuations aren’t high relative to bond yields and that diversified long-term portfolios never fail. 

         The answer to Russell’s key question today – bear market rally or bull market? – matters even more than it has in the other bear markets he discusses in this brilliant book. Obviously stock market crashes have always had wider effects than just those on investors who hold stocks individually. But these days, with the demise of defined benefit pensions, the rise of defined contribution pensions and the rapid aging of many western populations, many millions more of us will have our finances and our lifestyles directly affected by the next great stock market bottom than has ever been the case before. 

         This new edition is a must-read for all professionals – they will, I think, be genuinely neglecting their duty to their clients if they are not aware of Russell’s work. But given how busy all too many of them will be worrying about relative P/Es, extrapolating last year’s earnings into next and working on their crowd-pleasing skills, I suspect it is also a must-read for non-professional investors too. You need to know when Russell thinks the next great bottom will be – just in case your fund manager doesn’t. 

         Merryn Somerset Webb  

         
            November 2015 
         

      

   
      
         Preface to the Fourth Edition 

         When this book was first published ten years ago it purported to be a practical guide for those attempting to invest their savings at the bottom of an equity bear market. In the 2005 edition, and in the subsequent 2007 and 2009 editions, forecasts were made about the future direction of the US equity market, utilising the analysis of the four great bear market bottoms for US equities. So how accurate were these forecasts and what does the history of the four great bottoms suggest about the future direction of the US equity market? 

         In the first edition of this book, published in November 2005, the following forecast was made: ‘Before the bear market is over the DJIA [Dow Jones Industrial Average] is likely to decline by at least 60%’. The direction proved right but the magnitude was wrong. The DJIA rose from November 2005, peaking in October 2007. The index then declined 54% from its October 2007 peak to its low in March 2009. This was just 40% below its level when this book was first published in November 2005 and not the 60% decline your author expected. Judged by the valuation measures recommended in this book, the US equity market reached fair value in March 2009, but it was not as cheap as one would have expected at a great bear market bottom. Using the analysis in this book one must then conclude that March 2009 was not the bottom for the great bear market which had begun in 2000. 

         In that first edition in 2005, the conclusion stated that the decline in the DJIA was not imminent as ‘there has yet been no disturbance to the general price level’, ‘the decline in the price of government bonds has so far been muted’, ‘there has been no reduction in interest rates by the Fed’ and ‘there is no recession’. From November 2005 to the peak of the US equity market in October 2007 inflation did rise, if not by much, but the price of the 10-year US government bond declined and the yield rose from 4.5% to 5.3%. The Fed Funds rate, the policy interest rate set by the US Federal reserve, rose steadily from 4.0% in November 2005 to 5.25% by September 2007. The first cut in the Fed Funds rate came in September 2007 and the business cycle peaked in December 2007. 

         So, as forecast in the 2005 edition, the bear market did commence when inflation and bond yields had risen, the Fed had begun to cut interest rates and a recession had begun. This had all happened by the end of 2007 and a vicious bear market developed that was not to end until March 2009. Looking back, the greatest surprise was that the rise in inflation, bond yields and policy interest rates necessary to trigger the recession and equity bear market were remarkably low by historic standards. As we were to discover in the ensuing collapse, this sensitivity of asset prices to marginally higher interest rates had much to do with the excessive debt levels which had built up in the system during the 2001–2007 economic expansion. 

         The prologue to the second edition, written in July 2007, re-affirmed the prediction that the DJIA would decline by 60% from its November 2005 level. As we have seen, it declined by just 40% from that level. Once again the trigger for such a correction was seen as a ‘disturbance to the general price level’. In July 2007 the preface suggested that ‘the rise in inflation which will instigate such a decline is now more clearly evident’. These inflationary headwinds were seen to be emanating from Asia in general and China in particular. Key reforms in the Chinese banking system in 2005 seemed to be shifting China away from a form of investment-led economic growth to consumption-led economic growth. Given the importance that massive capacity additions in China played in depressing global inflation from 1994–2005, this shift in the nature of Chinese growth augured higher inflation for the world. 

         To this author, writing in July 2007, that inflation was likely to be the trigger for the price disturbance that would send US bond yields higher, initiate a recession and send US equity prices sharply lower. There was indeed a sudden burst of inflation from China and the price of Chinese imports to the US rose by 7% from March 2007 to July 2008. This imported inflation combined with the rise in the price of commodities, at least partly due to continued demand from China, was key in pushing US inflation to 5.6% by July 2008. This rise in inflation in the early stage of the US recession may have slowed the pace of interest rate reductions by the Federal Reserve and contributed to the severity of the 2008–2009 recession and slump in equity prices. 

         As we have seen above, the rise in 10-year Treasury yields and the rise in the Fed Funds rate were key triggers that presaged the equity bear market and recession that began in late 2007. Thus the rise in inflationary expectations, which pushed these key interest rates higher, played an important role in triggering the equity bear market of 2007–2009. The rise in US inflation, forecast in the 2007 edition of this book, did indeed come to pass but it turned out to be short-lived. The downdraft in US asset prices and economic activity not only crushed inflation, but delivered the first dose of deflation to the USA since 1955. Rising inflationary expectations may have pushed interest rates higher and triggered the bear market but it became rapidly apparent that the problem was now deflation and not inflation. 

         The key conclusion from the analysis in this book is that great equity bear markets will occur as deflation, or the real risk of deflation, develops. The book then posits that it is as these deflationary forces lift that equity markets will bottom. The deflation necessary to reduce equities to cheap valuations did indeed arrive as the general price level started to decline sharply in September 2008. At that point, the DJIA collapsed. 

         However, by the time the preface to the 2009 edition was written there was room for optimism: ‘As we shall see, the time to buy equities is when deflationary risk diminishes and risk premiums start to contract. As I write, at the end of 1Q09, it seems that markets have over-reacted to the risk of deflation and thus another significant rally in the 2000–2014 great bear market is the likely result.’ Well, calling a rally in an equity market that bottomed on 9 March 2009 is not bad – though clearly this was not a rally in a long bear market that would only bottom in 2014! 

         In calling for a rally the preface to the 2009 edition noted the improvements in corporate bond prices, the copper price and the price of Treasury Inflation Protected Securities (TIPS) in 1Q 2009. The improvements in these key indicators suggested the worst was over for the equity market. The preface concluded, ‘The passing of the deflation risk signalled by all three indicators should be positive for equity prices’. And so it proved, but the positive impact from the lifting of deflation was to last much longer than your author could foresee in March 2009. 

         While the preface to the 2009 edition foresaw a rally that would last years, it did not believe that US monetary largesse could last as long as it has: ‘The increase in the money supply, combined with massive Treasury issuances, should undermine the price of Treasuries, but Federal Reserve buying is negating any such market force. How long it takes for these markets to bring discipline to the US financial markets will determine how long the bear rally will last. With true discipline for the US authorities likely to be some years away, the odds are that Washington will succeed in removing the deflationary risk that is depressing equity prices.’ Well, with such discipline not having been dispensed even by 2015, the rise in the US equity market has continued. It is clear that the bear market which began in 2000 did not bottom in 2014, but had it already bottomed in 2009? Will 2009 go down in history as another great bear market bottom, or has the DJIA yet to reach new lows in the bear market that began in the year 2000? As noted above, US equities did not reach the low valuations that have historically been associated with great bear market bottoms. The preface to the 2009 edition, while forecasting a rally in equity prices, focused on two key reasons why this was likely to be just a rally in a long bear market: ‘The real danger is in structural changes – rising consumption in China and increasing retirement in the US – that will probably bring discipline to the US authorities for the first time since the 1970s.’ 

         In 2015 the inexorable pressure from these two key structural shifts has progressed further and the deflationary forces that they will unleash are nearer. These structural shifts augur deflation and thus can unleash the force that will push equities to valuation levels associated with the bear market bottoms of 1921, 1932, 1949 and 1982. This negative impact of deflation, undermining faith in the reflationary powers of central bankers after more than six years of unconventional monetary policy, might be particularly damaging for the US equity market. More monetary solutions to deflation might seem particularly impotent given their failure to generate inflation from 2009 to 2015. The most damaging deflation for equities would be a deflation seemingly without a cure. 

         So how does rising consumption in China and the rise in the retired population of the USA increase the likelihood of a deflationary episode that would create the fifth great bear market bottom? The key impact will be how changing consumption patterns and higher savings rates impact on final demand, as well as on monetary policy in both the USA and China. 

         When one thinks of the United States economy one thinks of consumption. The consumer society was born in the United States with the creation of widely available consumer credit in the 1920s. The Great Depression and World War II proved temporary setbacks to the rise and rise of the consumer. The post-WWII rise of the consumer, and consumer debt, came to define the American way of growing. A significant portion of this seemingly structural shift was driven by a baby-boom generation whose search for everything tomorrow, if not sooner, brought high levels of consumption partially financed by debt. 

         If savings are frozen desire, then debt is instant gratification. The baby- boom generation borrowed to consume, in a decades-long pursuit of instant gratification, the way no generation has ever consumed. Virtually every analyst now assumes that this form of consumption is the normal form of consumption for the United States. Now, though, the baby- boom generation is aged 51–69, highly geared and perhaps, just perhaps, somewhat satiated. Federal Reserve data indicates that the peak percentage of households in debt have a head of household aged 45 to 54 and fully 87% of such households are in debt. Tellingly, when the age of the head of household is 65–74 the percentage in debt has fallen to 66%. There is a further steep decline in indebtedness thereafter. Simply put, if you don’t retire your debt, you don’t get to retire, while anyone seeking to retire debt is likely to save more and spend less. 

         This structural shift to lower levels of consumption by the baby-boom generation, as they retire their debt in preparation for retirement, is a sizeable impediment to US economic growth and inflation. It also impedes Federal Reserve policy that seeks to generate bank credit growth to stimulate growth in money and hence inflation. These strong deflationary headwinds, mentioned in the 2009 preface, are now all the stronger as the baby-boom generation is six years older. If this demographic shift proves deflationary, despite six years of unconventional monetary policy by The US Federal Reserve, then US equity prices will fall sharply. 

         The impact on economic growth from the demographic shift in the US also has major implications for China. China’s economic growth has primarily been a product of a deliberate policy of undervaluing its exchange rate relative to the US dollar. This policy has been in place since 1994 and created high levels of economic growth as China exported the goods that the baby-boomers in the USA and elsewhere demanded. 

         The policy created growth but also inflation, and the competitiveness of China has been undermined by a particularly rapid rise in wages in recent years. There are many differing measures of Chinese wages, but the best broad-based measure of wage growth shows almost a 200% growth in Chinese wages since the end of 2008. This rise in wages comes as the demand for stuff from the baby-boomers wanes. The impact of these changes, and growing energy production in the US, is profound and the US current account deficit, which was 5.9% of GDP in 2006, is now just 2.4% of GDP. For those countries, such as China, who manage their currencies relative to the US dollar these smaller US current account deficits force them to choose between slower growth or exchange-rate devaluation. 

         The 2007 preface to this book predicted that the reform of the banking system in China would shift the nature of China’s growth from investment- led to consumption-led with ensuing global inflationary impacts. The growth in wages noted above has indeed produced such an internal shift, but the impact on global inflation has been much more muted than this author expected. Crucially, the Great Financial Crisis of 2008–2009 persuaded policy makers in China that they needed yet another great command-economy credit expansion. This inevitably led to the creation of ever more productive capacity and thus acted to depress prices. 

         Thus, despite the rapid rise in Chinese wages, the price of Chinese products imported by the US is falling. This combination of higher wages and increased production has come at a high price, as it has undermined Chinese corporate profitability. Many private-sector savers in China, who have previously reinvested their cash flows in their businesses, are removing their funds in pursuit of better returns elsewhere. All of which means China is now in an extremely difficult position where its currency is linked to a rising USD, competitiveness is declining through higher wages, demand from its major markets is sluggish and local savers are removing their funds from the country. 

         The most likely outcome from this combination, particularly should the US dollar continue to rise on the international exchanges, is that China will allow its currency to devalue in pursuit of easier monetary policy and higher economic growth. Such a move would send cheap goods flooding into the global system and, as it did after China’s 1994 devaluation, threaten the solvency of the companies and countries that compete with China. The ability of the developed world central bankers to generate growth and inflation in the face of such a major deflationary force will be severely questioned. To some, deflation might seem an incurable disease and history suggests that this is when equities would become very cheap indeed. 

         The deterioration in China’s external accounts will also act to increase the cost of financing for the US private sector. As China buys fewer Treasuries, it puts a greater burden upon the savings system to fund the US government. Since China devalued its currency in 1994, moving into major external surplus, the percentage of the US Treasury market owned by foreign central bankers has risen from 12% of the total issuance to a peak of 38% in 1Q 2009. Crucially, all these purchases have been funded by foreign central banks creating more of their domestic currency in return for the US dollars they received to buy Treasuries. These huge purchases of Treasuries by foreign central bankers, led by China, were essential to keep their currencies undervalued relative to the US dollar. 

         Such purchases continued until 2014, but appear to have ended in 2015. Since 2009 foreign central banks have not been alone in creating liabilities to fund their purchase of US Treasuries. From 1Q 2009 the US Federal Reserve increased its holdings of Treasuries by US$1,985bn and also financed this via the creation of new money, this time US dollars, in the form of bank reserves. The important impact of all central bank funding on the US government is that it was funded by the creation of new liabilities by central bankers and not the liquidation of assets by savers. Thus freed from the obligation to fund the US government, savers were free to fund anything else they wanted. And at various stages from 1994 to 2015 they seemed capable of funding everything else! 

         However, as the obligation to fund the US government falls back upon its savers, there will be fewer savings available to fund the private sector. This squeezing out of private sector funding could well manifest itself in lower share and corporate bond prices and thus a higher cost of funds for the US private sector. This impact on the US will develop just as China finds itself unable to loosen monetary policy and generate growth as it is forced to contract its central bank balance sheet by selling Treasuries to defend the exchange rate. In this way the lower consumption growth in the US, combined with capital outflow from China, will result in lower growth in China and higher financing costs and lower growth for the US private sector. With US inflation already at zero, this combination of lower growth in China and the US can produce the deflation that has historically led to major declines in equity prices. 

         The analysis in this book suggests that the current high level of equity valuation, whether measured by the cyclically adjusted PE or the q ratio, would indicate very poor long-term returns for investors in US equities. These measures of value suggest that, even for an investor prepared to hold for ten years, it is unlikely that the real average returns from US equities will exceed 2% per annum. This compares very unfavourably with the average long-term return from US equities of 5–6%. However, value measures alone can tell us nothing about the distribution of the average annual returns that make up that poor long-term average. History suggests that there are likely to be some very bad years for returns indeed, if long- term returns are this poor. 

         This preface forecasts that one of those very bad years is now imminent as the deterioration in China’s external accounts brings slower growth to China and ultimately a devaluation of its exchange rate. This adjustment will be accompanied by worsening credit conditions and deflation in the US. Many will be skeptical that these forces of deflation can be offset and thus equities are likely to become very cheap. 

         What follows such a deflation is likely to be highly reflationary as energised governments act to produce reflation when central bankers have failed. Expect extreme measures including the forgiveness of student debt, the so-called ‘QE for the people’, de facto credit controls and exchange controls. Only governments and not central bankers can deliver such measures, and they will not be enacted without significant political friction, particularly in the USA. Such dramatic moves in the developed world would almost certainly generate higher nominal GDP growth that would be laden with inflation. Ultimately, the biggest inflationary force may come from China where a central bank controlled by the government and unfettered from its exchange rate target might produce very high levels of domestic nominal GDP growth. It is just too early to tell yet but, if equities are cheap, such forces of reflation, though attended by structural declines in the role of market forces, would signal a new bull market for equities. 

         Those seeking to assess whether equities can indeed bottom in response to such actions will need to read this book again. It will likely be a different world, with more government and a structural rise in the importance of the People’s Bank of China. Political reactions to these major economic shifts will be particularly difficult to predict – they always are. However, one of the key lessons of this book is that equities can discount almost anything when they are cheap enough. Hopefully this book will again prove useful in the coming years when equities once more discount too much bad news, as they did in 1921, 1932, 1949 and 1982. 

         Russell Napier 

         
            November 2015 
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         Introduction 

         
            Before beginning a Hunt, it is wise to ask someone what you are looking for before you begin looking for it. 
         

         Pooh's Little Instruction Book by Joan Powers, inspired by A. A. Milne. 

         As a fly fisherman, I have occasionally found myself deep in the woods of North America. This is where the bears live. As an Ulsterman, my experience has not been in dodging bears and I have sought the advice of the experts on what to do should one appear on the river bank. The US National Parks Service has been particularly helpful. 

         Make as much noise as possible to scare it away. Yell. Bang pots together. If there’s someone with you, stand together to present a more intimidating figure. All of this might prevent your name joining the list of 56 people so far killed in bear attacks in North America over the past two decades. 

         This book is about what to do should you spot a bear of a different kind, but one no less dangerous. It is a field guide for the financial bear, which can shred a portfolio and seriously damage your wealth. And this type of bear is a much greater threat to most individuals than anything found in the wild.  

         There are some 84 million shareholders of US equities alone
               
			[1]
            , and millions upon millions more around the globe, whose financial futures could be destroyed or seriously damaged by one of these bears, which are not nearly as easy to recognise as a member of the urisidae family in the woods of North America. Even if you can recognise this bear, making a lot of noise or standing tough with friends won’t scare it away, though you may feel a lot better. 

         This is a good time to look at the financial bear. The large decline in the price of US equities that erupted in March 2000 petered out in late 2002. Was this the end of the bear market? Informed commentators are divided on the issue, even by the autumn of 2005 when equity prices remain well above their lows. Did a new bull market begin in 2002, or is it just a bounce in a longer bear market? There are few more important questions to be answered in modern finance and this book, by looking at all the previous major bear markets that have followed on from periods of extreme overvaluation, offers an answer to that question. We remain in a bear market. When will it end? How much lower will the market have to go? What events will help you determine when the market has bottomed? The answers are in this book. 

         As with everything in life - except, perhaps, water in your waders in the middle of a particularly cold stream - there is an upside to a bear market. According to Professor Jeremy Siegel’s analysis of total real returns since 1802, all an investor needs do is hold for 17 years, and they will never lose money in the stock market. If you sit it out and ignore market prices, history suggests that in sometime less than 17 years the bear will simply go away, leaving your real purchasing power undamaged. When it comes to investment in equities, it is indeed true that everything comes to he who waits. If you have that time horizon, you don’t need a financial field guide.  

         Few investors are sanguine enough to ignore market movements for 17 years. Indeed, New York Stock Exchange (NYSE) statistics for the first half of 2005 show the average holding period of the 84 million stockowners in the US was just 12 months (the average holding period from 1900-2002 was just 18 months). In the 20th Century, the real annual return on US equities was negative for 35 of those 100 years. In eight of those years, the negative return exceeded 20%. So, the average investor will likely encounter a bear market every three years or so, and every 13 years the bear will be particularly mean. 

         Granted that much of the volume on the NYSE is created by hedge fund managers and operators with near 20/20 short-term foresight, let’s assume the average investor is more patient than the statistics suggest and works on a time horizon of ten years. This, of course, is wishful thinking as NYSE average turnover rates show only one year in the past hundred where the average investor had a time horizon of this duration. However if we assume a ten-year holding period, that still makes a bear encounter somewhat likely. For nine of the years of the past century, subsequent ten-year total real returns from US equities were negative. This is frequent enough, even for an investor with a ten-year time horizon, to face the risk of committing capital in the one dud year in 11. And big bears tend to linger. Periods of rising prices, before a further fall, are not uncommon in long bear markets. A financial field guide helps to avoid mistaking a rise in prices for the onset of a new bull market.  

         As you will discover, it seems highly likely that the rise in US equity prices since October 2002 has been just such a false dawn. That’s important information, even if you have a ten-year time horizon. 

         Bears, however, can be beautiful in their way, and an alternative title for this book might have been How I Learned to Stop Worrying and Love the Bear. Bear markets mean lower prices. Consumers don’t object to lower prices and neither should investors if they are buying rather than selling. Avoiding bears preserves wealth, but buying cheap in a bear market, given the positive real long-term returns from equities, is even more profitable. This field guide to the financial bear focuses on the very lucrative periods in history when equity prices had been pushed well below fair value and rebound was imminent.  

         As US baseball legend Yogi Berra once said, ‘You can observe a lot just by watching’. By watching the financial bears, we can observe the point at which a number of potential factors come together to signal the market can only get better. Those factors include low valuations, improved earnings, improving liquidity, falling bond yields, and changes in how the market is perceived by those who play it. The aim of this guide is to help recognise factors that have, in the past, proven to be good markers to the future, and those that have been misleading. Albert Einstein once said the secret of his success was to ask the right questions, and keep going until he got the answer. In financial markets just asking the right questions can be incredibly difficult. This book, by studying financial history, offers the questions to ask when confronted by the bear. You have an advantage over Einstein. The beauty of finance over physics is that you don’t need to provide the right answers, just better answers than most everyone else. Hopefully, this guide will help you on the way to finding those better answers. 

         Using financial history as a tool to understand the anatomy of the bear market is contentious, and Henry Ford was right in a way to say that ‘history is more or less bunk’. Ford was talking about “tradition”, a form of extrapolation that is inherently dangerous for any investor. A man of capital trapped in a mindset of behaving the same way as his forebears would probably still be clutching an equity portfolio rigid with the scrip of the Anglo-American Brush Light Company (the patent holder of the arc-light made redundant by the work of Edison) and The Locomobile Company (its steam car lost its one-third share of the US automobile market). Unfortunately, Ford’s aphorism became imbedded in the academic approach to financial markets in 1952 when Harry M. Markowitz published his paper ‘Portfolio Selection’.
               
			[2]
             This paper began an assault by academia on the value of history to investors. Markowitz assumed markets were efficient, and he came to some clear conclusions about the benefits of building a diversified portfolio of stocks. This dalliance of science with the concept of efficiency in relation to financial markets soon became a courtship and marriage in the form of the “efficient market hypothesis”.  

         The birth of this theory was, for many, proof that history was indeed “bunk”. What value, they asked, can there be in studying the history of financial markets if the stock market efficiently and immediately reflected all available information? Wasn’t history simply an accumulation of all available past information? By the 1970s, the belief that market prices already reflect all available information had gained Wall Street’s endorsement. As Peter Bernstein puts it: 

         Had it not been for the crash of 1974, few financial practitioners would have paid attention to the ideas that had been stirring in ivory towers for some twenty years. But when it turned out that improvised strategies to beat the market served only to jeopardize their clients’ interests, practitioners realized that they had to change their ways. Reluctantly they began to show interest in converting the abstract ideas of the academics into methods to control risk and to staunch the losses their clients were suffering. This was the motivating force of the revolution that shaped the new Wall Street.
               
			[3]
              
         

         The new Wall Street came to replace the old. The acolytes of efficiency created a shrine to mathematical modelling of risk and return, all based on the assumption of efficiency. As is the wont of all new sects, iconoclasts damned the methodology of their predecessors as barbaric. However, even as this new sect became the orthodoxy, there were incidents that struck at its core beliefs. In 1987, the new Wall Street created a derivative product that offered investors a type of portfolio insurance. It failed to deliver, exacerbating the stock market crash of that year.  

         The new Wall Street may have created products for the management of risk, but it could not eradicate the risk of human greed and stupidity, as the citizens of California’s Orange County and the shareholders of Gibson Greetings discovered.
               
			[4]
             In 1998, the acolytes closest to the shrine felt the tremors as Long Term Capital Management, perhaps the ultimate creation of the new Wall Street, imploded. Picking through the wreckage, there was evidence in the boom and bust of 1995 to 2002 that the new Wall Street was no more successful in protecting clients’ interests than the failed “improvised strategies” of 1974.  

         Whatever the truths inherent in the ascendant orthodoxy, was it really so wise to discard the lessons of those who had gone before? The events of 1995 to 2002 indicate that some synthesis of old Wall Street thinking and new Wall Street ideas could create a more relevant and useful approach for financial practitioners. And that brings us back to the value of financial history. 

         The recent expansion and busting of yet another stock market bubble may be a good enough reason to suggest there is more in heaven and earth than is dreamed of in the philosophy of efficiency. There is also another reason. In 2002, the behavioural psychologist Daniel Kahneman, along with Vernon I. Smith, was awarded the Nobel Prize in economics for ‘having integrated insights from psychological research into economic science, especially concerning human judgement and decision-making under uncertainty’.
               
			[5]
              
         

         The Nobel Committee believed Kahneman had elucidated some of the errors in human judgement that eradicate the surety of efficiency. Ironically, Kahneman’s first published article on the concept appeared in 1974, just as Wall Street was coming to embrace market efficiency. The Nobel Committee had previously honoured the acolytes of efficiency - Harry Markowitz, Merton Miller and William Sharpe in 1990, and Myron Scholes and Robert Merton in 1997. It now recognises a psychologist who questions whether human judgement, even in aggregate, lends itself to efficiency.  

         If there is a legitimate role for the study of human judgement and decision-making under uncertainty, then financial history is redeemed. What is financial history if not such a study? The behaviouralist school of psychology, around for nearly a century, is based on observing reactions to selected stimuli. Financial history looks at market prices, which are a reflection of the behaviour of thousands of participants to certain stimuli. In behavioural economics, history is a useful tool for observing how financial markets work, rather than theorising about how they should work. 

         Such historical studies have not yet lent themselves to the comforts of empiricism. This, in itself, may be enough of a reason for many to reject the approach. However, the inability to translate all understanding into binary code does not necessarily denude it of value and insight. If psychology is a soft science, then using financial history to assess human decision-making in times of uncertainty is softer still. For those who accept that human judgement and decision-making cannot be divined by equations, financial market history is a guide to understanding the future. 

         The particular value in financial market history comes from its insight into the operation of human judgement under uncertainty, in particular its examination of contemporaneous opinion. While any historian is liable to hindsight bias, a focus on contemporary comments and reactions at least reduces the risks of projecting one’s own order on things. As a historical source, newspapers offer an efficient daily collation of events and, in the financial press, with a focus on the markets, this has been the best practical repository of contemporary opinion for the past century or more. The boom in press coverage of the stock market dates from around the birth of the railway, when the emerging middle classes found investing in the new technology almost irresistible. If we focus on this particularly rich vein of information, we find a largely reliable source that dates back to around 1850.  

         To discover what the bottom of past bear markets looked like, and how the investor was reacting, I analysed some 70,000 articles from the Wall Street Journal written in the two months either side of the four great bear market bottoms. I report my findings in these pages. My aim is to provide as accurate a picture as possible of a bear-market bottom based on contemporary comment. This is where any understanding of human decision-making in times of past investment uncertainty must begin. The pages of the WSJ take us close to the primary sources on what was happening at the time and, at various points in the book, the reader will be immersed in this contemporary coverage of events and the approaches that have worked in assessing when the bear is about to become the bull. What also emerges is an understanding of how similar the great four bear-market bottoms were, in turn leading us to a set of signals to guide investment strategy.  

         In this book, I focus on the history of bear markets. Such periods have important practical implications for today’s investor, but seem to be the chapter missing from most books on financial history. Booms and bust make for attractive analyses, but what of the moment the bust ends and the boom begins. Picking that point must surely minimise losses and optimise profit. But which of the many bear markets in the many financial jurisdictions occurring since 1850 will lead us to the right conclusions? Looking for the best available financial market coverage and the largest financial market, we are drawn to the United States, rather than the United Kingdom. So, which of the US bear markets will tell the most complete story? Those bear market bottoms that were followed by the best subsequent returns have the advantage of at least suggesting practical ramifications from the exercise. Whatever subjectivity there may be in discussing whether markets are below fair value, the subsequent superior returns from these lows are the best objective indicator that value did exist.  

         Andrew Smithers and Stephen Wright published a book in 2000 called Valuing Wall Street, in which the authors calculate the best years in the 20th Century to have invested in equities. They defined a measure of “hindsight value”, calculated by taking the average of 40 discrete periods of subsequent returns over one-to-40 years. By taking the average of returns over 40 different holding periods, “hindsight value” would represent the range of holding periods of the very differing investors who have bought equities in any given year. This study showed the best three years to buy US equities were 1920, 1932 and 1948. These years do not necessarily coincide with the period when the Dow Jones Industrial Index (DJIA) reached its low. This difference is mainly because the return calculations are done using year-end levels, and the equity market has a habit of not necessarily being at its low on 31 December. When adjustment is made for intra-year movement, the three best times to invest in US equities emerge as August 1921, July 1932 and June 1949. 

         “Hindsight value” can only be calculated for those years where there is at least a subsequent 40 years of returns. Subjectivity does play a part in leading us to the fourth period for analysis in this book, but there are good reasons to believe 1982 will prove to be one of the four best years to have invested in US equities. It is certainly in the top four, 23 years down the track. 

         As equities produced the best returns after these four periods, we can state with the benefit of hindsight that equities were at their cheapest in 1921, 1932, 1949 and 1982. This is a measure of value only observable some 40 years after the event and, thus, of limited immediate use. For the purposes of this book, we need a reliable measure of value available to investors facing the market on a day-to-day basis. There are many competing valuation metrics, but fortunately Andrew Smithers and Stephen Wright narrowed the field to just two. In Valuing Wall Street, they subject the most common valuation measures to various tests, importantly the reliability of those measures relative to subsequent returns as indicated by “hindsight value”. What we find is there were measures of value available to investors at the time that showed equities to be very cheap in 1921, 1932, 1949 and 1982. While accepting the usefulness of the cyclically adjusted PE - the chosen measure of value of Yale’s Robert Shiller - Smithers and Wright found that the q ratio has been a particularly accurate indicator of superior future returns. Given its usefulness, at least over the long term, we will use the q ratio to assess how equity valuations have altered over different periods. 

         The q ratio is effectively a measure of the stock-market valuation of a company relative to the replacement value of its assets. In this book, a statement such as ‘equities were trading below fair value’ simply means the prevailing q ratio was below the geometric mean of the ratio. The four periods we study in this book are the only occasions when equities were at more than a 70% discount to replacement value. The role of this book is to explain the forces that reduced prices to such levels, and identify the factors pushing them back to replacement value and beyond. 

         To tell the story of the four-month period around the four great bear market bottoms, we cannot ignore the bigger picture. To understand the forces pushing equity prices back towards fair value, one must understand the fears that drove them to such discounts to fair value. That excursion, often through decades of investment history, is a book in itself and much has had to be omitted in the interest of brevity. In Part I, the backstory can be found under the heading ‘The road to August 1921’ - a similar heading is used to set up the subsequent three periods under discussion. It is also necessary to provide a brief description of the structure of the financial markets in each of the periods studied. There are important structural differences in each period that need to be borne in mind by investors seeking to apply the lessons of history to today’s markets. For example, major financial institutions were not listed on the NYSE in the first of the periods we examine. A brief overview can be found under the heading ‘Structure of the markets’. Having sketched the cause of the market decline and its contemporary structure, we then focus on the factors signalling the end of the bear market, under the heading ‘At the bottom with the bear’. Examination of the behaviour of the fixed-interest markets - a book in itself - focuses on the salient events directly affecting equity prices.  

         Readers will also notice that extended attention is paid to the events of 1929-32. This is because there are important differences between this great bear market and the other three analysed in this book. It is also because 1929-32 is often held up as being typical of a bear market; and events of that period often colour opinions about what a bear market looks like. It is therefore useful to spend some time with this bear, if only to understand more about how unique it was in financial history. 

         This book is aimed at both the professional investor and those wanting to exercise their own judgement
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