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Preface

Woodcraft may be defined as the art of finding one’s way in
the wilderness and getting along well by utilizing Nature's store-
house. . . . As for book learning in such an art, it is useful only to
those who do not expect too much of it. No book can teach a man
how to swing an axe or follow a faint trail. . . . Yet a good book is
the best stepping-stone for a beginner. . . . It gives a clear idea
of general principles. It can show, at least, how not to do a
thing—and there is a good deal in that—half of woodcraft, as
of any other art, is in knowing what to avoid.

—HORACE KEPHART

So, YOU LOST BIG ON TECHNOLOGY STOCKS, and the same Wall Street
people who told you to buy them and never told you to sell them now tell
you they’re about to come back strong, “when the economy comes back.”

How 20th century of them.

The 1990s aren’t coming back.

Neither is Nasdaq. The stock market that enriched corporate insiders
beyond their wildest dreams and impoverished retail investors beyond their
worst nightmares is no longer rewriting the rules on investing.

Three years of this century have produced three shocks: Technology
and telecom stocks have experienced a crash of 1929 proportions; the
United States fell into a brief recession followed by a problematic recovery,
and a War on Terror began on 9/11. Those three shocks combined to pro-
duce a major global bear market.

And Baby Boomers are three years closer to retirement.

So what should you do now?

Unlike the successful investment books of the 1990s, this is a Survival
Guide. It’s modeled on two splendid wilderness books: Horace Kephart’s

ix
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X PREFACE

classic Camping & Woodcraft (Macmillan, 1949), and Richard Graves’s
Bushcraft (Warner Books, 1974). Both those guides were for urban
dwellers prepared to assume nature’s risks in order to reap the rewards of
living in the outdoors. They were based on the conviction that wilderness
survival depended on knowing—and using—wisdom accumulated over
generations.

This book is written on the same premise: Investors who knew—and
used—investment wisdom accumulated over generations have come
through the stock market collapse quite comfortably. Those who invested
based on the new rules of the 1990s have been mauled by bears.

As you will learn, the Nasdaq crash is a precise—almost eerie—replay
of six other crashes, including the Great Crash of 1929 and the Nikkei crash
that began 60 years later. Its outcome was totally predictable to students of
market lore. Those big-name strategists and pundits who failed to warn
investors about the coming collapse chose to ignore history.

Because of those past crashes, we know a lot about the financial land-
scape ahead. It bears scant resemblance to the world of the 1990s. It’s rocky
out there, not verdant, but that means reduced cover for bears and other
predators. There are opportunities for prudent foragers, but rewards won’t
come easily.

Wall Street and Silicon Valley got together in an undeclared partner-
ship to wire the world, enrich themselves, and convince a whole new class
of investors into trusting the partners with much of their life savings. It was
a great deal for the partners, but a terrible deal for the investors. Never in
the history of major stock markets were the rewards so skewed to insiders
at the expense of outsiders.

This book will tell you how it happened, why it happened, and what you
need to do to rebuild your savings.

As drab as the investment landscape may appear, it’s safer for investors
than it has been for five years. You didn’t know how risky it was then, and
you probably don’t know how safe it is now. There are no lush and easy
pickings like the crops of the 1990s, but there are fewer poisonous mush-
rooms and fewer bears around the blueberries.

You have learned that good times in the stock market don’t last forever.

You will learn that bad times don’t either.
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Prologue

THE THIRD MILLENNIUM ARRIVED amid optimism and ecstasy, as lead-
ers in politics, the academy, and business predicted a glorious new
era.

But then, so had the Second Millennium.

The medieval enthusiasts who got themselves into trouble by pre-
dicting the onset of a New Age gave us a new word. They are known to
historians as chiliasts, derived from the Greek word for 1000—the term
for those who believed that the arrival of a special date meant special
wonders.

There were various kinds of cults back then, but all involved an
assumption that Heaven was headed for Earth—for good or ill. Many peo-
ple divested themselves of their possessions in preparation for the Second
Coming.

Those earlier ecstatics were in trouble when the year 1000 came and
went. Those who'd sold out cheaply and had given to the less fortunate were
understandably upset with the mystics who’d misled them. They tended to
express their resentment in strong terms.

It’s different this time—in two ways.

First, although this time millions of people also divested themselves of
all or a substantial portion of their possessions, they didn’t give their wealth
to the poor. They gave it to a new class of new rich. The beneficiaries, with
exquisite timing, exercised stock options on companies they managed
whose period of earnings gains was about to turn into a period of earnings
collapse.

1
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2 THE NEW REALITY OF WALL STREET

Second, most of today’s chiliasts have not been subject to serious
abuse—physically, financially, or legally. Most retain their jobs, which
means they are receiving a new round of stock options at today’s depressed
share prices, so they stand to win big all over again if stocks recover even
modestly. If there is a justification for this process, it comes from words
uttered in the 1st century: “That unto everyone which hath shall be given;
and from him that hath not, even that he hath shall be taken away from
him.”

It took only a few weeks of the new century before the New Era fan-
tasies collided with reality.

Since then, the stock market and economy have been badly beaten up.
Those injuries came from the collective attempt of the stock markets and
economies of the 1990s to defy one law.

Gravity.

At its peak (March 10, 2000), Nasdaq had a stated price-earnings ratio
of 351 (though when the income statements of companies losing money
were included, with stock option costs, its real level was more than 500
times earnings).

It was bound to fall of its own weight. The question was never if but
when. By any measurement, it was—by far—the most absurdly overvalued
stock index in the history of finance. Compare that stratospheric multiple
with three other crashes: U.S. stocks in 1929 and 1987 and Japanese stocks
in 1989. The price/earnings (p/e) ratio on the Dow Jones Industrials at the
onset of the Great Depression was in the high 20s, as it was on October 19,
1987, the day the market fell 22.6 percent; at its peak, the ratio on the Tokyo
Nikkei Index was 92.

Gravity finally took charge. Nasdaq’s Moon shot had carried it so far
from Earth’s pull that when it rolled over and began its descent, it moved
slowly at first. Then, like a space capsule, it accelerated as it reentered the
atmosphere in its plunge toward terra firma.

Those with a respect for history found Nasdaq’s costly meeting with
gravity ironic.

Why?

Because the first recorded crash since the birth of stock markets
inflicted big losses on the man who formulated the law of gravity, Sir Isaac
Newton. What happened to England and to the scientist Einstein called the
greatest mind of all time is instructive.

The South Sea Bubble (1720) was a scheme so preposterous that most
historians still find it hard to explain how so many people could fall for the
idea that a private company—one of the first “joint stock companies”—



PROLOGUE 3

could make its investors rich by assuming the national debt. Sir Isaac’s
experience tells us what we need to know to understand market manias.

As president of the Royal Society, Newton was at the epicenter of sci-
ence, technology, and London society. As the South Sea enthusiasm spread,
he joined his friends in “taking a flutter” on South Sea shares.

When those shares rose rapidly in value, Newton decided to take a
handsome profit. He had analyzed the scheme and concluded it was, at the
very least, highly risky.

But South Sea shares kept going up, and the conversations in the cof-
feehouses and at Royal Society gatherings were all about the huge profits
his friends and associates were earning from this new phenomenon of joint
stock companies. When Newton admitted he had sold, his friends and fel-
low scientists smirked, bragging of their own huge gains.

He could finally stand the peer pressure no longer, and so he bought
back in as the shares were nearing the magic level of £1000 each. Peer pres-
sure proved to be the irresistible force against what should have been the
immovable object of the world’s most massive intellect.

Newton was among the nation’s biggest losers as the shares crashed to
£135. As he mourned to friends thereafter, he found he could understand
the movement of heavenly bodies but not of markets on Earth.

There was a parliamentary investigation, and the chancellor of the
exchequer (finance minister) and some of the company’s board of directors
were sent to the Tower of London for their parts in what was declared to be
a scheme of fraud.

It was convenient for the bruised egos of those who had lost heavily to
define the whole game as fraud. But it is doubtful that fraud was the key to
the South Sea fiasco. The real cause was the build-up of a critical mass of
optimism, faith, and fanaticism that swept the land, seducing the wise and
foolish alike.

That remains the pattern. In all the great crashes that have succeeded
the South Sea, outright fraud has been a relatively minor component. In
each case, the cry was, “Hang the crooks!” and there were show trials and
punishments.

But in no case, including Nasdaq’s collapse, have most of those
involved been willing to admit that human frailty, not criminality, was the
primary driving force. That these manias recur through history illustrates
Santayana’s dictum that those who will not learn from history are destined
to repeat it.

Which elements of the South Sea Bubble and subsequent crashes
reasserted themselves in Nasdaq?
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A new kind of financial instrument. In 1720 it was shares in publicly
traded “joint stock companies” whose prices were widely quoted,
allowing investors to measure the growth in their own wealth—or
how much they were missing out on by not being in.

In the 1990s it was technology stocks; yes, there had been tech
stocks before, but not so many, and not since technology had become
a part of everyday living. They were what they claimed to be: the
Next New Thing. Among the most enthusiastic investors in tech
stocks were those who were the most enthusiastic about technology,
biotechnology, and the Internet.

A sense of a New Era being born. In 1720, England had a new king,
and its stature in Europe after the Treaty of Utrecht promised a sus-
tained age of peace, at a time of exciting scientific progress.

In the 1990s, America as victor in the Cold War would preside
over an era of global peace. The new president was no mere Cold
War retread but a forward-looking Baby Boomer, who shared the
enthusiasm, optimism, priorities, and fun-loving style of the Sixties
Generation.

In 1720 investors had never experienced a crash, and had the money
to back their bets on a bright future.

The 1990s soon forgot about the Crash of 1987, which had been a
brief flap that did not derail the economy, in part because the general
public was not deeply involved in the stock market. The previous
crash was in 1973—1974, but that was the Nixon crash, and the
Boomers had, at the time, little political power and very little
invested in the stock market.

In 1720 the magic appeal was a concept of wealth creation that,
though hard to explain, seemed easy to understand. Its essence was
an entirely new approach, and people wanted to believe that what
was new was automatically good.

In the 1990s what was new was obviously good, even if you didn’t
understand how it worked. Many people who bought shares of, say,
JDS Uniphase or Cisco would have had trouble explaining what the
company actually did; even those who understood their hot products
had only the vaguest idea how technology companies could make
large, sustainable long-term profits in product lines in which there
were few real barriers to entry. As Andy Grove, co-founder of Intel
had written in Only the Paranoid Survive, every night he worried
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about some guy in a garage who would come up with the killer
invention. Intel had survived several tech boom/bust cycles. Paranoia
was almost nonexistent in the rest of Silicon Valley in this cycle:
Euphoria had crowded it out.

m  [n 1720 there was momentum, excitement, and wealth beyond dreams
of avarice. South Sea shares were going up so fast that they swept
doubt before them, and everybody who was anybody was in the game.

In the 1990s tech billionaires were greater heroes than rock
stars or professional athletes; tech billionaires were cool. Young
people labored long hours for tech start-ups, each hoping to be
the next centimillionaire or even billionaire. Nor were these
dreams mere fantasies: For a while, more new billionaires were
being minted in months than had been created in all previous
American history. Nasdaq’s upward momentum blew away doubt
and skepticism.

m  [n 1720 there was a virtual unanimity of opinion among the elites
that nothing could go wrong. Although dissent was not banned by
law, peer group pressure among the wealthy commercial class and
the aristocracy was so powerful that almost no prominent people
stood up to ask whether the emperor really had clothes.

In the 1990s, when Warren Buffett, the most successful American
portfolio investor in history, rejected the entire technology industry
as an investment concept, he was derided as old and out-of-date;
ditto for self-made billionaire Sam Zell. Only a handful of academics
challenged the prevailing ethos. Endowment funds of leading univer-
sities switched major percentages of their portfolios into venture cap-
ital investing in start-up companies, and faculties were universally
supportive. If one was with it, one was in it.

m  After the crash, a parliamentary investigation, criminal charges, and
an epidemic of finger-pointing.

And the bleat goes on.

A little more than 280 years after Newton learned that financial
gravity was as powerful a force as natural gravity, the process was
repeated on a grander, global scale.

It had reappeared from time to time during the intervening cen-
turies. In the 19th century there were booms and busts tied to over-
building of canals and railways. In each case, optimism led to
intoxication, leading to a massive hangover.
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Rule I. Gravity always asserts itself. That its assertion produces such
widespread financial ruin comes from investors’ refusal to follow
a rule enunciated by another great scientist. . . .

Rule II. Einstein said that compound interest is the greatest force in
the universe. Compound interest is at the root of successful
wealth building, whether one invests in stocks or bonds. But it
only works as a wealth-builder within reasonable numeric limits.
For example, when the S&P rose more than 20 percent for five
straight years, a feat never before achieved, it raised near-insuper-
able challenges for the next and succeeding years. Nasdaq’s 88
percent leap in 1999 could not be compounded higher, and there-
fore the outcome was reverse compounding—a force as potent as
compounding.

In each of history’s boom-bust cycles, the capital assets built during the
boom fell to values that a new generation of entrepreneurs could use prof-
itably, and a new cycle began.

The Russian economist Nikolai Kondratieff, working in the 1920s,
observed these cycles and constructed an historical pattern of long waves.
He correctly forecast the Great Depression, for which Stalin praised him.
But he then predicted that based on the long waves, capitalism would come
back. Since Stalin had assured his followers that the Depression’s onset sig-
naled the death throes of capitalism, Kondratieff’s forecast was anathema.
He sent the economist to death in Siberia. Kondratieff remains, as far as I
know, the only economist murdered for making an accurate forecast. It is
said (by cynics) that his successors have learned from his example. That
explains why the economic consensus has never predicted the coming of a
recession and why economists have trouble agreeing on when it came and
when it ended. Bearers of bad news used to be beheaded. Now they are just
denied tenure—or attentive audiences.

These major crashes are economically and financially transforming
events, and, as such, are structurally different from the normal bull/bear
blow-offs tied to economic cycles and the normal excesses of fear and
greed.

Each modern replication of this collective rush into the abyss had
enormous effects on the economy and on capital markets. In particular,
each pointed the way to the investment strategies that would be most suc-
cessful . . . not just for ensuing years, but for ensuing decades.

As Churchill said, “The farther backwards you can look, the farther
forward you are likely to see.” This book is meant to be a practical
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Investor’s Survival Guide, which means its extensive discussion of past
folly is not just history for the curious to savor. It is market lore every
investor can use, like the lore accumulated over centuries that sustains users
of the wilderness.

It will be a long time before the next Triple Waterfall hits the capital
markets. It may be a long time before the next big stock market plunge. In
the meantime, the investment landscape will be littered with both the car-
casses and the opportunities created by Nasdaq’s collapse.
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A Taxonomy of Bears

The signs animals leave on the ground can be more revealing than
any book written by man, but unfortunately few people are able to
see these signs and even fewer still can read them.

—R. GRAVES

OST INVESTORS LOSE MONEY—and many are wiped out—in bear

markets. This chapter, which could as well have been called the
Investor’s Basic Survival Guide for Bear Encounters, describes the differ-
ent kinds of bears.

It can be a matter of life and death for hikers to know which species of
bears’ territory they are invading. Similarly, investors should learn to dis-
tinguish the kind of bear attacks the market faces.

If you’re in the Rockies, you watch out for black bears and, most impor-
tant of all, grizzlies; in Alaska, you look for kodiaks and polar bears; in
Churchill, Manitoba, you know when the polar bears are coming—by the
hundreds—and you prepare accordingly.

For investors, there are four basic breeds of bears, but one of them
has two subgroups, making five classifications of Furry Financial Furies
altogether.

One reason so many investors get mauled by bears is that Wall Street
not only fails to warn of bear attacks, but even resists labeling a falling
market as a bear market until investor losses have already reached painful
levels.

9
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10 THE NEW REALITY OF WALL STREET

The Street is like lodge operator who avoids frightening customers by
talking of bear risk. The Street has euphemisms for falling markets: They
begin as “pauses,”’ then become “pullbacks,” then “corrections.” The Street
forbears saying “bear.”

When Nasdaq was plunging in April 2000, the Street was virtually
unanimous that this was merely a “correction.” I wrote at the time: “The
term ‘correction’ is itself interesting. It implies a change from doing some-
thing wrong to doing something right. . . . Was the stock market wrong
when it went up and right when it went down?”

Maybe so.

The bear groups:

Teddy Bears

Baby Bears

Papa Bears

Mama Bears (Mini and Big)

Despite their seeming playfulness, these are deadly serious classifica-
tions. They can be as crucial for investors’ wealth as the differences in size,
gender, and breed of bear can be for hikers who come upon actual bears.

Why try to classify market slumps into such bear categories?

Because most of the literature on bear markets lumps all downturns
together, and this makes it difficult for novices to understand the nature of
bear risks at any given time.

Know your bear.

TEDDY BEARS

Teddy Bear markets are childishly explosive tantrums. The financial out-
bursts cause temporary fear and pain and look, in retrospect, absurdly over-
done. The stock market may change leadership, but it does not change
direction, because nothing fundamental is involved, and the outburst is not
the culmination of years of speculative excess. Teddy Bears are no picnic;
they resemble playground fights, not gang wars.

The centennial of teddy bears was observed last year. (Ever alert for
a quick buck, The U.S. Postal Service issued four commemorative
stamps.) According to the Chicago Tribune, these toys were named for
Teddy Roosevelt, who, on a bear hunting trip to Mississippi in 1902,
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failed to bag a bear. The trip sponsors found a bear, lassoed it, and tied it
to a tree, inviting him to shoot it. Teddy shouted “Spare the bear!” and
freed it. A cartoonist drew the scene, depicting a frightened cub. Thus was
born the teddy bear industry, which produces one of the four most popu-
lar collectibles.

Many park rangers see teddies differently. They are appalled that so
many city dwellers raised on furry toys expect bears to be cute. Worse,
there have been cases of tenderfeet finding cubs and trying to pet them,
with horrific consequences.

Since teddy bears are named after a president, it is fitting that this his-
tory of stock market bears begin with accounts of two outbursts tied to
presidents.

The Ike Teddy: September 24, 1955

The Ike Teddy (see Chart 1-1) came when President Eisenhower suffered a
heart attack while vacationing in Colorado bear country. He was
sequestered for seven weeks in Fitzsimmons Army Medical Center. When

he returned to Washington, he reassured the nation that he was in good
health.

CHART 1-1 S&P 500 (January 1, 1955 to December 31, 1955)
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The market’s brief bout of panic produced the biggest stock market
trading volume since 1933. The “reasoning” behind this emotional outburst
was the fear that if Ike died, Vice President Nixon would become president
and would be defeated by a Democrat in the 1956 election. At that time,
Wall Street was dominated by a Wasp, white-shoe, country-club Republi-
can elite. Basically, their fear of Adlai Stevenson, former governor of Illi-
nois (who had run in 1952 and would run again in 1956), was irrational.

The U.S. economy was on a baby-boom roll, and a Democrat in the
White House would not have derailed it.

The JFK Teddy: March 1962
Another onset of Wall Street Demophobia produced the JFK Teddy (see
Chart 1-2).

In March 1972, President Kennedy intervened in the steel industry
contract negotiations. He pressured the United Steelworkers to accept what
he called a noninflationary agreement, which would not only hold back
steel price increases but would be a guide to other big pending labor agree-
ments. (Yes, back then the steel industry was that big and that important to
the national economy.)

CHART 1-2 S&P 500 (January 1, 1962 to December 31, 1962)
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Within days, U.S. Steel boosted steel prices 3.5 percent, which was
swiftly matched by most other steel companies. Kennedy’s response was to
unleash the FBI on the industry, sending agents to the homes of steel com-
pany executives, threatening antitrust prosecutions and announcing that the
Pentagon would switch its procurement from companies who raised prices
to those who held the line.

Most important for a jittery market, he let the press know of a suppos-
edly off-the-record comment he uttered in the heat of the “crisis”: “My
father always told me that all businessmen were sons of bitches, but I never
believed it till now.” (Joe Kennedy’s fortune, it is worth noting, was built on
bootlegging during Prohibition, so he might have had a jaundiced view of
business ethics.)

That “quotation” proved to have more emotional impact than the lofty
parallel Sorensenisms in JFK’s inaugural address (“Ask not what your
country can do . . . etc.”). It shocked the stock market into paranoia that the
Democrats were going to launch a war on the business community.

In reality, Mr. Kennedy was much more sophisticated—and had a
greater understanding of the workings of the economy—than most
members of the Wall Street old-money elite. He was the author of the
tax cut that got the economy moving, and his intellectual rationale for it
would be later used by Ronald Reagan in gaining congressional
approval for his more ambitious tax cuts, the key component of the
“Reagan Revolution.”

Although leading Wall Street voices warned of a major new bear mar-
ket, it was, of course, a splendid buying opportunity. The ingredients of a
true bear market did not exist. Wall Street was just being childish.

The Jimmy Teddy: September 1967

The hot new idea of the mid-1960s was conglomerates—companies that
grew fast by gobbling up other companies, without regard for what indus-
try they were in. The theory was that you achieved “synergy” by putting
together seemingly unrelated companies and industries, so that, in terms of
company earnings, 2 +2 = 5.

The conglomerate fad produced substantial overvaluation within one
group of equities, and a stock market correction that was a true correction.
(See Chart 1-3.) It was not a major bear market, because it was (1) local-
ized, and (2) not part of any broader economic and financial deterioration.
It was a warning that the market was getting frothy and that “concept”
stocks were becoming all too voguish, but it was not the Beginning of
Something Big.
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CHART 1-3 Ling-Temco-Vought (June 1964 to September 30, 1969)
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That conglomerates could have threatened the American business
establishment and become the glamour stocks of Wall Street would seem
absurd to today’s generation of investors, accustomed to believing that
glamour means technology.

Companies such as Ling-Temco-Vought and ITT built themselves a
cachet in the go-go stock market of that era—the first in which mutual
funds were significant players. Bernie Cornfeld, a great mountebank, was
wowing investors with his pitch, “Do you sincerely want to be rich?”

Slick operators like Jimmy Ling understood that as long as their own
company’s stock had a higher price-earnings ratio (p/es) than the broad mar-
ket, it could grow seemingly endlessly by buying up companies with much
lower earnings multiples. Each new acquisition was “accretive to earnings.”
They told the gullible that they weren’t just acquisitors: The head office
supervised capital spending budgets and provided legal and accounting serv-
ices to all parts of the empire. These last-listed services, seemingly innocent,
were crucial, because they needed to ensure that per-share earnings rose
every quarter to merit the label “growth stock,” even though their diverse col-
lection of companies was deeply exposed to cyclical organizations. That was
why they had such low p/es that they were vulnerable to takeovers by the con-
glomerators. A packing plant whose stock had never sold at more than nine
times earnings could be bought by a conglomerate whose p/es was 22, and it
gave the conglomerate an immediate gain in earnings per share.
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Ling kept expanding LTV with buyouts. At the peak, his company
included a major airline, a huge sporting goods company, a major defense
contractor, the third biggest meat packer, and many smaller corporations.
He finally blew it by bidding to acquire aging, adipose, polluting Jones &
Laughlin Steel at a price that suggested the company was really an alchem-
ical marvel that could turn iron ore into gold. The bubble burst. The Teddy
Bear’s stuffing was exposed, and soon the floor was littered with the detri-
tus of a market promotion gone bad.

As painful as the conglomerate collapse was to the stock market, how-
ever, it did not create a true bear market, because the pain was localized.
Furthermore, there were so many serious market analysts and investors
who had ridiculed the conglomerators’ claims of synergy that they enjoyed
the humiliation of the “fast-buck boys” and saw this as the stock market
punishing miscreants—precisely what healthy markets should do.

Teddy Bears are vexing, but there’s no need to give up on stocks
because of them. They’ll eventually scuttle off and leave you to picnic in
peace and prosperity.

BABY BEARS: THE EUROBEARS

A Baby Bear is a vicious mauler. He gets very angry (“Who’s been eating
my porridge?”) and inflicts real wounds before he’s driven from the scene.
He gets that way because he is a Bank Bear who emerges when the bank-
ing system is in trouble, and he is out to wound or kill. His attack is a finan-
cial, not an economic event.

The Greenspan Baby Bear: October 19, 1987
The classic Baby Bear was the 1987 crash. The Dow Jones Industrials
fell 508 points—22.6 percent—in one terrifying day—compared to 12.8
percent on the worst day in 1929 (see Chart 1-4). Stock markets across
the world crumbled as panic went global. To put the scale of that plunge
into perspective, a 20 percent decline over any period of time is gener-
ally used as the threshold for calling a sell-off a true bear market. That
the market could fall more than the requisite amount to be labeled a bear
in one day was unthinkable. It had never happened before, nor has it hap-
pened since.

Had central bankers not rallied resources, the global financial system
might have collapsed. At the time, I was a portfolio strategist for Wertheim,
a leading Wall Street research shop. (I recall the anguish of that day vividly,
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CHART 1-4 S&P 500 (July 1, 1987 to December 31, 1987)
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and I’ll come back to it in Chapter 7, in the section “Eurodollars and the
Crash of 1987”).

The market opened under the weight of an unprecedented volume of
sell orders driven from the overnight collapse in the S&P 500 Futures
and Options contracts traded in Chicago and Europe. The so-called
cash market—the New York Stock Exchange—could not handle such a
torrent. This was the first time that the market most investors thought of
as “the real stock market” was overwhelmed by the violent activity in
synthetic contracts traded in an exchange (the Chicago Mercantile
Exchange) that had previously been known as the home of contracts in
pork bellies and cattle.

The market plunged 200 points, then rallied so that it was down just
128 points at noon. An hour later it was down 185, and the rout was on.
By day’s end, more than $500 billion had been wiped from stock market
capitalizations. Some leading brokerage houses were in serious financial
difficulties.

President Reagan was called to the cameras to calm the markets, but
the Great Communicator was, for once, not up to the job. He seemed befud-
dled, and said he understood that many investors were “taking profits.”
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During and immediately after the debacle, the media were awash in
doomsayers who spoke of “another ’29” and other such auguries of
despair. Few analyzed what had really happened.

Indeed, little has been written about that collapse that explained how it
happened and why it could happen again. A commission headed by
Nicholas Brady pinned the blame on the large volume of trading arising
from so-called portfolio insurance arrangements in which active trading
firms used the futures and options contracts to back or hedge their stock
positions. Some Pied Pipers at that time had claimed that you could achieve
100 percent protection of your stock portfolio against loss by skillfully bal-
ancing those positions.

As long as you didn’t have much company.

If too many people buy heavy insurance, and the risk they’re insured
against turns out to be bigger than the insurers imagined, the system
implodes. Portfolio insurance had developed rapidly during the early years
of what would be the biggest bull market of all time, and nobody involved
in using or issuing anticipated anything like October 1987.

This naively perilous concept made a bad condition much worse that
day, but the real problem was a crisis in the dollar itself, as foreign holders
rushed to exit from the greenback by unloading their holding of euro-
dollars. That, in effect, was the iceberg hitting the Titanic, and the much-
publicized portfolio insurance problems simply exposed the inadequacy of
the lifeboats.

Baby Bear crashes are financial crises born in the baby of money mar-
kets—the eurodollar market. Crises develop because of the gigantic scale
of that market, which is virtually unregulated. The big institutions that use
it develop great faith in its functioning, and sometimes that faith turns out
to be misplaced.

In particular, major players develop great faith in synthetic financial
instruments called “derivatives.” Derivatives are artificial financial
products tied to the performance of “real” financial products, such as
stocks, bonds, and currencies. They come in many forms, such as
options, futures, and swaps. They’re useful tools for spreading and con-
trolling financial risk. But like everything else created by humans, they
can break down. They become perilous precisely when too many major
players have acquired too much faith in them and are betting too much
on their invulnerability.

That misplaced confidence in the stability of financial derivatives
recalls the prescient observations of John Kenneth Galbraith, in The
Atlantic Monthly of January 1987:



18 THE NEW REALITY OF WALL STREET

History may not repeat itself, but some of its lessons are inescapable. One
is that in the world of high and confident finance little is ever really new.
The controlling fact is not the tendency to brilliant invention; the control-
ling fact is the shortness of public memory, especially when it contends
with a euphoric desire to forget.

Little has changed in 2000 years. According to some authors, Cicero’s
last words, just before Mark Antony’s hired assassins cut his throat, were:
“Memoria populi parva est.” The people’s memory is short.

The Russian Bear: Summer and Autumn 1998
The Russian Bear was the most recent Baby Bear. (See Chart 1-5.) The
Russian default during the summer was followed by the collapse of a major
hedge fund that arrogantly called itself Long Term Capital Management. (It
was a short-term player that was destined to be in business for only a short
time because it relied on a short history of finance and proved to be an
incompetent manager of capital.)

This was a true eurodollar-driven financial crisis (discussed in “Mone-
tarism, 1975-1989” in Chapter 6) that savaged the stock market briefly. It

Chart 1-5 S&P 500 (January 31, 1998 to December 1, 1998)

1250

1200

1150

1100

1050

1000

950

900
Jan-98 Feb-98 Mar-98 Apr-98 May-98 Jun-98 Jul-98 Aug-98 Sep-98 Oct-98 Nov-98

Data courtesy of Bloomberg Associates.



A TAXONOMY OF BEARS 19

did not mean the end of the bull market. Indeed, the people most frightened
in October were a few insiders on Wall Street and the top people at the Fed-
eral Reserve. In fact, this was a case of a few overvalued and overpaid elit-
ists in Greenwich, Connecticut, who had great connections, caused a near
panic, and got bailed out. Financial historians would probably have called
it one of the most unseemly episodes in American finance had the next four
years not supplied enough outrageous stories to scandalize the most cyni-
cal reporter.

The winning investment strategy in a Baby Bear market is to watch the
TED spread (see “The TED Spread: Global Finance’s Thermometer” in
Chapter 7) on a day-to-day basis. Because it measures risk in the financial
system—by showing the spread in yields between eurodollar deposits and
Treasury bills—the TED has an unfailing record for showing when the sys-
tem is in trouble and for registering an “All Clear” after the crisis has
passed. As long as the TED is widening—going up—equity investors
should be cautious, and should be reducing exposure to long-duration
stocks (see “Duration and Risk in Bonds and Stocks” in Chapter 10). Only
after the TED has fallen back sharply is it safe to increase equity exposure.

The Baby Bear is a TED Spread Bear—but definitely not a Teddy Bear.

PAPA BEARS

The Papa Bear is the end-of-economic-cycle bear, and he never fails to
appear when a recession is coming (see Chart 1-6). He’s stuffed with
salmon and blueberries and ready to hibernate. He only appears in advance
of a recession and goes back into hibernation a few months before a sus-
tained economic recovery begins.

Paul Samuelson’s most famous observation was his sneer that “Wall
Street indexes predicted all nine out of the last five recessions.” What the
Nobel economist was alleging was that all bear markets are driven by fears
of impending recession: In our terms, they would all be Papas. His epi-
gram is enshrined in the economists’ pantheon, because it was so self-
serving; the economic consensus had never predicted a recession in
advance, and that futility continues to this day, more than three decades
after Samuelson’s utterance.

The typical postwar economic cycle comes in stages:

1.  The existence of the recession becomes apparent.
2.  The Fed slashes interest rates and expands the money supply.
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Chart 1-6 S&P 500 (January 1, 1979 to September 1, 1982)
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3.  Remaining excess levels of inventory get worked off amid rising
demand, but new factory production continues to shrink, produc-
ing more layoffs.

4.  Final demand from consumers becomes so strong that retail,
wholesale, and, ultimately, factory inventories shrink.

5.  Factories expand production to meet soaring demand, creating new
jobs.

6.  Factory and office-building vacancies are absorbed and new con-
struction booms.

7.  Prices of products rise, starting with raw materials, then semifin-
ished goods, then finished goods.

8.  Credit demand becomes intense.

9.  Itis now time for the Fed “to take away the punch bowl,” in the
classic formulation of Fed chairman McChesney Martin.

The Papa Bear is drawn from hibernation by the whiff of rising interest
rates and rising inflation, mixing with the background scent of still-rising
stock prices. He emerges, feeds heartily, and then disappears from the
scene until the cycle has ended.
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The most recent Papa Bear appeared in 2000. The Mini-Mama collapse
of technology stocks exposed vast overinvestment in technology gear. Busi-
ness demand collapsed, and the tech stock plunge took some of the edge off
consumer optimism. The entire stock market began to follow Nasdaq’s lead
down—roughly 10 months ahead of the onset of a recession that wouldn’t
be certified as such until July 2002. Papa knew better.

Papa appeared to go back into hibernation after 9/11, but it turned out
to be a rarity—a mere Papa pause. He reemerged in February 2002, amid
fears of a renewed global economic slowdown and talk of a U.S. “double
dip” recession.

MAMA BEARS

The female of the Bear species is far deadlier than the male. In par-
ticular, a Grizzly Mama with cubs is the most dangerous large
mammal in the Lower 48 States. Campers and investors should
walk, not run, from her. Better still, they should try to confine their
activities to times and places where Mamas are unlikely to appear.

The most vicious stock market bears are Mamas. There are two kinds:
Mini-Mamas and Big Mamas.

Mini-Mamas

They only appear at the advent of Triple Waterfall collapses, which we’ll
discuss in the next chapter. They are the avenging bears who keep killing
and devouring until an entire belief system has been destroyed. They can
produce recessions or depressions. They are Mini-Mamas, despite their
ferocity, because they confine their hunting to one industry or stock group,
but they are major bears because their appearance means that a belief sys-
tem and ethos will be wiped out.

There have been four clearly defined Mini-Mamas in the past century:
the Triple Waterfall plunges of gold, silver, and oil stocks, and Nasdaq’s
collapse.

When gold, silver, and oil stocks collapsed, it meant that the inflation
phobia of the 1970s had been vanquished. That was the sea change in belief
that was needed for the unfolding of the 18-year disinflationary bull market
in equities and the 20-year disinflationary bull market in bonds.

When Nasdaq lost more than three-quarters of its value, it was convinc-
ing evidence that the New Era euphoria of the 1990s had been crushed, tak-
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ing with it the equity bull market. The next bull market will be built on a new
belief system. Like the making of fine wine, building such a system out of
the wreckage of smashed illusions is a process that cannot be hurried.

Big Mamas

There have been three Big Mama Bears since World War I: the Triple
Waterfall of 1929-1933, which led to the Great Depression; the Triple
Waterfall of 1972—-1975, which was a major cause of what proved to be the
worst recession since the Depression; and the Japanese Triple Waterfalls of
1989 to the present. Each of these Big Mama attacks produced financial
and economic catastrophe.

Mama Bears are the ursine equivalent of Dresden-style bombing. They
kill the guilty and the innocent alike, and continue to ravage until the core
beliefs that allowed the Triple Waterfall to move beyond the Optimism stage
(as discussed in “Optimism” in Chapter 2) have been totally eradicated.

STRUCTURAL, NOT URSINE BEARS?

What about “structural bear markets,” a term heard frequently since Nas-
daq rolled over and commenced its death plunge?

The esteemed Ned Davis uses this term to describe long sweeps of
stock market history in which the market essentially went nowhere. The
most recent was January 1966 to August 1982. At the beginning of that
period, the Dow Jones Industrials were at 970, and at the end they were at
776. (According to some calculations, at that point the venerable index,
adjusted for inflation, was back roughly to where it had been at its peak in
1929. In 16 years it went to the 1000 range 25 times and swiftly retreated.)

Davis and other market mavens believe we entered a period of struc-
tural bear markets in 1998, when the Advance/Decline line on the New
York Stock Exchange broke down. (That Advance/Decline line is the
scorecard of trading on an index or exchange; it compares the number of
stocks going up in a given day or week with the number going down, and
expresses that number in a chart. In a true bull market, the line keeps
going up, because more stocks are rising than falling. When the reverse
occurs, the market is narrowing, and is preparing to enter a bear phase. It
is a truly democratic market index, because it lumps together all stocks on
the exchange, big and small. A rise in General Electric on a day can be
more than offset on the Advance/Decline line by the fall of two little
companies.)
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Thereafter, although most market indices—Ied by the levitating Nas-
dag—went to new highs, most stocks did not. This failure of the broad mar-
ket to “confirm” the indices was the sign that the market’s underpinnings
were beginning to erode.

“Structural bear market” is a useful term for this phenomenon, but
within such long market periods, there are intervening bullish and bearish
periods—of differing types. As such, the term isn’t particularly helpful to
any investor except a major institution that will be around for centuries to
characterize the whole period as a bear market. Market historians can use
such sweeping terminology, but ordinary mortals need more precision.

Although, all told, the 1970s were not a good period to be investing in
most U.S. stocks, there were some splendid rallies. From the low of 577 in
1974, the Dow leaped to 1014 in 1976—mnearly a three-quarters jump. It
also rose more than 30 percent from its 1978 low, to fail again at the 1000
level in 1981. These were more than brief short-covering rallies, they were
powerful failing rallies, offering investors great opportunities.

Moreover, as | can attest, the period after 1974 was a splendid time to
be investing in most Canadian and Australian stocks, and in such U.S. stock
groups as oils, gold, chemicals, agribusiness, and forest products. A broad-
brush dismissal of the period as a structural bear market would have
blinded the investor to great opportunities. I was a money manager in
Canada during that period, and our clients were happy campers, regularly
earning double-digit returns.

The ursine categories cover the ways to lose serious money. A struc-
tural bear market covers a long period in which it is more difficult—but by
no means impossible—to make serious money. We are probably in such a
period now, but there are lots of investment opportunities.
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Triple Waterfalls

In thick fog or fast-falling snow, the best of men may go astray for
the lack of a faithful needle. Make it a rule, then, an iron rule, of
wilderness life, never to leave your bed in the morning without
compass, jackknife and waterproof matchbox filled.

—H. KEPHART

W ATERFALLS ARE FOR WATCHING, not navigating.
Canoeists exit from rivers when the water flow accelerates
alarmingly, signaling a coming waterfall, or a series of waterfalls.
They portage around the cataracts and resume paddling where the river is
navigable.

We are living downstream from a financial Triple Waterfall.

The defining event of our economy and our capital markets was the
spectacular rise and fall of technology and telecom shares. With Nasdaq
down as much as 79 percent from its high in March 2000, most investment
commentary—and most of Wall Street’s sales materials—talks of a “burst
bubble.” Now that the bursting is over, the thinking goes, so is the problem.
All that’s needed now is an economic recovery to get Nasdaq at least mod-
estly healthy, providing leadership for a new bull market.

Not so.

Triple Waterfalls aren’t mere bubbles. They are financial pandemics that
take not months, not years, but decades to run their course. An understand-
ing of Triple Waterfall behavior is the most useful basis for sound investment
policy formulation for the early decades of the Third Millennium.

25

Copyright © 2003 by The McGraw-Hill Companies, Inc. Click here for Terms of Use.



26 THE NEW REALITY OF WALL STREET

Triple Waterfall is the term used by some technical analysts to describe
the chart pattern of a very special kind of boom/bust event. Most analysts
call it “bubble-bursting,” because the collapse ends a bubble era.

But bursting is not what happens in financial markets when a major mar-
ket excess is expunged. The process is a long drama in the form of a three-act
tragedy on the Greek model, as described by Aristotle in his Poetics:

A tragedy is the imitation of an action that is serious, and complete in
itself . . . with incidents arousing pity and terror, with which to accom-
plish its purgation of these emotions. . . .

Tragedy is an imitation of a whole and complete action of some
amplitude . . . which has a beginning, a middle, and an end.

The beginning of Triple Waterfalls is “New Era” ebullience, which is
swiftly corrupted into hubris, the overweening pride that corrupts the process
of analysis and reasoning that operates as a restraint on misconduct. The mid-
dle stage is the beginning of the punishment for hubris: two deep stock mar-
ket plunges, each followed by a rally that fizzles before it can reverse the
market drop. The end is a long, remorseless period of punishment and pain.
(Forgiveness was not a significant component of Greek religious beliefs. If
you enraged Olympians, you had to endure terrible punishment.)

The buildup and plunge that make Triple Waterfalls such panoramic mar-
ket events are driven by the spread of Shared Mistake, an overarching belief
system that gradually coalesces among intellectual, business, and political
elites. Shared Mistake is one of those blessedly infrequent mass illusions
when near unanimity about the market’s current and longer-range bullish
prospects engulfs Wall Street, industry, the media, and the intellectual elites.

The participation of the intellectual elites—who ordinarily take scant
notice of Wall Street—is what distinguishes Shared Mistake from ordinary
market froth and folly. When the elites join in, then government is also
drawn in as supporter, cheerleader, and even enforcer, and the counterbal-
ancing forces within democracy that promote stability and moderation are
eroded. The coziness of Big Business with the Republican administrations
of the 1920s was a big factor in the powerful bull market of that time. The
coziness of Silicon Valley with the Clinton administration was a big factor
in the powerful bull market of our own time. So strong was that relationship
that it had a big influence upon changing American policies toward China.

Each plunge takes the market to a new low, and the last, killing drop
takes years—usually decades—to complete.

Note the three separate cascades of the Nasdaq decline in Chart 2-1,
and the two strong, failing rallies.
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CHART 2-1 Nasdaq (October 1, 1997 to December 31, 2002)
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It is a cascading collapse in three stages, and marks the end of an entire
era. It’s good there have been so few, because they are so catastrophic. What
makes them so lethal is their three-part performance—three plunges, inter-
rupted by two rallies. Those rallies are really forms of torture: They tanta-
lize wounded investors, who still hold on to the belief system that must
ultimately be smashed to smithereens. During those rallies, investors return
to the market and “average down,” in the vain hope that the good days are
about to return and they will be able to recoup. The Triple Waterfall con-
tinues until nearly all those who once believed have given up, or moved on,
or died.

There are six stages to a Triple Waterfall, as Chart 2-2 shows, with typ-
ical timelines:

1.  Optimism: 2 years

Faith: 2 years

Fanaticism: 1 to 2 years

Sudden Shock: First Cascade, 6 to 12 months

Last Chance: Second Cascade, 2 to 10 months
Long-Term Collapse: Third Cascade, 12 to 20 years

AU S
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CHART 2-2 The Six Stages of the Triple Waterfall
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Using Aristotle’s formula, Act One is composed of the first three
stages, Act Two is Stages Four and Five, and Act Three is Stage Six.

Note the asymmetry between the length of time of joy and the length
of time of agony. Capitalism is Calvinism in action, with the punishment
delivered while the sinner yet lives. Its relationship to the religious aspect
is that the punishment one faces after death for one’s sins covers a much
greater time period than the sinning time on Earth. Buying and holding a
tech stock for a time period beginning in 1999 and continuing through this
decade is a good way to prepare oneself for the pain of Purgatory (which
is not a Calvinist concept), if not the torture of Hell (which is). One can
end the punishment, of course, by repenting of the sin, selling out, and
moving on.

What could be called the seven capital C crashes of the past 74 years
have collectively had enormous importance in shaping our capital markets
and our economy. Politicians, central bankers, and business leaders may
claim they shape our economic destinies, but major financial convulsions
overwhelm these players.

The basic ingredients of these seven events are so similar that investors
who understood the earlier manias came unscathed through the later ones.
Those who understand all seven will be most likely to prosper in coming
years. As Mark Twain observed, “History doesn’t repeat itself. But it does
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rhyme.” That similarity explains why no strategist who failed to predict
Nasdaq’s collapse deserves to be taken seriously today.

Despite their differences in timing and in asset classes, the tripartite
waterfall stock chart patterns are virtually identical:

m  The Great Crash: 1926-1933

»  Nifty Fifty Crash: 1972-1982

m  Three Inflation Hedge Crashes: 1977-1999
- Gold
—  Silver
— Oil Stocks

m  Nikkei Crash: 1985-?

= Nasdaq Crash: 1997-?

Moreover, the economic impact of these manias lives on for decades.
Since 1929, the U.S. economy has lived most of its time in the shadows of
previous crashes—as we do today. It may well be that only World War II
and the Baby Boom were greater influences on capital markets than these
financial events.

OPTIMISM

All markets rise and fall in response to swings in optimism and pessimism.
What distinguishes a nascent Triple Waterfall is a sustained growth in opti-
mism about an asset class—growth that continues to build even as the stock
market takes its ordinary ups and downs. Investors gradually begin to dis-
cern an underlying pattern of consistency and rising prices that differs from
the ordinary bullish/bearish price swings. It is the Start of Something Big.

For optimism to take charge in financial markets on a sustained basis,
there must first be “an era of good feeling.” People must feel good about
the nation’s position in the world, about its growth prospects, and about
their own economic circumstances.

For example, the Roaring Twenties was an era of unprecedented U.S.
prosperity. Everyone agreed that World War I was “the war to end all wars.”
The United States had emerged from the war as global industrial leader and
creditor to the world. The dollar had supplanted the British pound as the
international nongold store of value. Hollywood movies and American pop



30 THE NEW REALITY OF WALL STREET

and jazz music were gaining fans worldwide. U.S. technology was the won-
der of the world. Stocks of the leading technology companies—radio, tele-
phone, and automobile—were in vogue.

Some of that same sense of American superiority animated the late
1960s buildup of enthusiasm for growth stocks—the belief that the sales
and earnings of many leading American companies would grow regardless
of the economy. That led in the 1970s to the Nifty Fifty craze, in which a
few dozen large-capitalization companies outperformed the stock market
month after month, with their price-earnings ratios moving further and fur-
ther above the earnings multiple for the broad stock market. A new class
system had emerged, and companies in the upper class could look with
snobbish disdain on the vast number of companies in the lower classes.

It was Japan’s swing from the insecurity and vulnerability of the post-
war era to the “Japan Inc.” arrogance of the 1980s that provided the emo-
tional and intellectual basis for that Triple Waterfall—a collapse that
continues to this day.

In the 1990s the United States, as winner of the Cold War, was the sole
global superpower and could provide the umbrella that would mean sus-
tained global peace—Pax Americana. The Gulf War showed how a quickly
formed global military coalition under U.S. leadership and direction could
win against an entrenched enemy in a matter of hours, based on the supe-
rior technology available to U.S. troops. It was almost a body-bag-less vic-
tory, and therefore had the antiseptic bloodlessness of a Luke Skywalker
skirmish in Star Wars. President George Bush (the First) exulted in “the
100-Hour War,” which inaugurated the “New World Order,” and basked
briefly in an 89 percent approval rating.

Concurrently, the Internet was the newest global pathway for the export
of U.S. pop culture, craved by young people from Moscow to Tehran to Bei-
jing. Inflation had been crushed. The booming economy was generating
millions of cool jobs—from tech and telecom software and hardware
design and marketing, to paid activism with a fast-multiplying group of
tax-exempt NGOs, to flextime jobs at Starbucks. (That the manufacturing
jobs that had been the basis of the U.S. labor movement were melting away
was no big deal, because those industries were big polluters, and they were
headquartered in declining Midwest cities, not in Silicon Valley, Austin,
Raleigh-Durham, Phoenix, Albuquerque, Hollywood, New York, or
Boston. Their stocks were considered as uncool as their locations.)

Amid such ebullience, the upward slope of the Triple Waterfall pattern
begins to form. The stock market rises, led by a group or groups that encap-
sulate this new optimism. People who bought these stocks early become
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missionaries for them. Wall Street picks up on the stories and begins hiring
more staff to peddle and trade stocks.

As pullbacks and profit taking occur, New Era thinking emerges to
supply theoretical and intellectual rationales to ratify, stimulate, and legiti-
mate investors’ gut feelings, unleashing rising levels of optimism and
greed. Dissenters challenge these assumptions and justifications, scoffing
at valuations and urging investors to take profits in the winning group and
to move funds into safer investments. Many take the cautionary advice.
They will follow the ensuing run-up with anguish, and most of them will
come to regret their cowardice and jump back in at much higher prices.
This is the point at which the market moves from mere optimism to some-
thing much more powerful. . . .

FAITH

Prior to trusting your life to a bush-made rope, always test it.
—R. GRAVES

“Faith moves mountains,” as the cheerful old Christian maxim says.

Whether or not you believe that statement, you should certainly believe
that Faith moves markets. There is a mountain of evidence to support that
assertion.

All bullish moves come from the intersection of optimism and greed.
Triple Waterfalls are special, because they come from profound changes in
the nation’s belief system. They transcend the capital markets.

It was Faith that the American economy was so strong and so special,
driven by the world’s mightiest corporations, that fueled the stock market in
1927 and 1928; that same faith looked at weakening economies abroad not
as something to worry about, but as a sign that the United States was espe-
cially blessed.

It was a new Faith in the 1960s that some major American companies
had found the formula for sustained growth under any and all circum-
stances that fueled the run-up in what would be known as the Nifty Fifty
stocks in the early 1970s.

Faith can be a belief in a negative: The 1970s conviction that inflation
was an incurable component of modern democratic societies triggered a
retreat from conventional investments—such as bonds and bank term
deposits—into inflation hedges, which included gold, silver, oil, real estate
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(particularly farmland), art, and collectibles. That faith reshaped the col-
lective bargaining process, as unions and management assumed that infla-
tion would remain out of control, making the relatively new Cost of Living
Adjustments (COLAs) a component of many contract negotiations, and
one that was often bitterly contested.

If Faith is the driving force of what becomes a new secular religion,
financial liquidity is its collection plate. Unless real money supplies
(adjusted for inflation) rise, and unless credit becomes successively easier
to obtain, investor enthusiasm and quasi-intellectual New Era arguments
will not reach the critical mass of a self-sustaining speculative blow-off.
This liquidity flow originates with aggressive monetary creation by central
banks.

A particularly egregious example was the global reflation of 1973-1974,
after the Arab oil boycott and a major Russian crop failure triggered a tre-
bling of prices for oil and grains. Western central bankers tried to insulate
their populations from soaring prices of foods and fuels, but ended up, as
Milton Friedman predicted, spawning sustained inflation.

Liquidity surges can also develop from cross-border investment flows
as one economy, currency, and stock market acquire particular allure, and
global investors rush to get in on the great opportunity. The huge surge in
Japanese stocks after the 1987 stock market crash came about because the
Bank of Japan succumbed to pressure, particularly from the United States,
to refloat the global system. Japan was running a monstrous Current
Account surplus with the industrial world, and that success was at risk if a
renewed stock market plunge triggered a recession and an upsurge in pro-
tectionism. That monetary cornucopia had come at a time when ordinary
Japanese people were discovering the stock market as a savings vehicle.
They felt supremely confident about the outlook for the shares of the com-
panies in Japan Inc. (as did investors in the rest of the world, who rushed to
buy shares in the companies that looked ready to take over the whole
world).

As more and more people come to share the same belief system, there
is rapid growth in corporate mergers, takeovers, and capital investment,
spurred by a continuing torrent of investment funds supplied by the invest-
ing public. (That rapid growth will become a fevered epidemic in the
next—and final—stage of the buildup toward the Triple Waterfall’s peak.)
Since the outlook appears so wonderful, companies believe they just have
to invest all available funds to increase their profits even faster.

This is the stage at which the coalescence of enthusiasms and Faith pro-
duces a dangerous unanimity called Shared Mistake.



TRIPLE WATERFALLS 33

At its root, Shared Mistake is honest illusion, not fraud. But it is fos-
tered by a slick horde of Shills & Mountebanks (hereinafter sometimes
called simply S&Ms) who gain sudden prominence by promoting the
investment concept heavily to the general public. In most cycles, these pro-
moters came from Wall Street; in the Nasdaq boom, many came from the
media. They predicted endless profit growth, giving corporate manage-
ment cover to issue forecasts that might otherwise have been widely
regarded as optimistic in the extreme. Prominent academics become
S&Ms, writing books about gigantic stock market profits, and speaking—
for large fees—to packed seminars of greedy investors.

These differing groups reinforce one another’s enthusiasms and greed,
providing endless fodder for retail investors’ conversion to the secular reli-
gion. Major wealth-management organizations begin buying a