






essentially free, mostly for anyone with a napkin and a        
“com” written on it.  And so millions of miles of fiber were 
laid across the globe, billions of dollars were sunk into new 
capacity and technology purchases, and eventually, trillions 
of dollars were lost by investors as the boom busted      
spectacularly. Stimulating demand is not the answer; slashing 
capacity is.  Perversely, looser monetary policy lowers the 
cost of capital, thus keeping the marginal enterprise afloat, 
along with its excess capacity, a phenomenon all too familiar 
in Japan, where insolvent banks, insurers and corporations 
have been kept afloat for a decade.  The nominal cost of 
capital in Japan has sunk below zero (last week the overnight 
funds rate sank to -0.1%; in other words, banks were paid to 
borrow money).  Monetary easing may therefore be counter-
productive, although we do not presume to give advice to 
the Governors of the Federal Reserve System, but certainly 
monetary easing in this environment could soon be          
ineffectual.  How many more cars would you buy from  
General Motors, even if GMAC paid your interest and gave 
you a monthly rebate?  Personally, zero. 

The challenges facing the US economy are not just 
our problem, they are everyone’s problem. US investors did 
not finance the equity bubble alone, there was significant 
help from foreigners.  And money from abroad pours in 
every day to finance our deficits, tying our fate with theirs.   
One of the interesting dynamics of the financing of the 
speculation of the 1990s is how US banks managed to      
disintermediate their risks to an extent far greater than     
foreign banks did.  The result is that US banks are in       
relatively good shape while foreign banks are struggling.  Of 
all the US loans classified by the FDIC as either substandard, 
doubtful or a loss, foreign banks hold $62 billion while US 
banks hold $48 billion.  And this is of US loans, not overseas 
ones.  No wonder US bank stocks are off just 20% from 
their peaks while German bank stocks are off 67%. 

T hat this has been a structural, versus a      
cyclical, bear market should not be in 
doubt. A cyclical bear market is triggered by    

monetary tightening and responds to monetary easing. That 
is not the case now.  Today’s market has many similarities 
with structural bear markets of the past, in particular, their 
antecedent. 

In fairness, there are elements of prior structural 
bear markets that are not present today.  Our financial     
system is functioning and is well capitalized (so far).  Trade 
barriers have not risen, despite the occasional missteps on 
steel and lumber.  And we have avoided (again, so far) the 
major price shocks of either inflation or deflation. 

These characteristics matter because they help set 
our expectations.  Cyclical bear markets typically see declines 
of about 30%, last two years and fully recover their losses in 
about five years.  Structural bear markets see declines of 
more than 50% and take about a decade to recover the 
losses during which volatility remains high.  Of course, these 
are generalizations.  The structural bear market of 1835-42 
lasted 82 months, declined 56% and took 259 months to  
recover the loss.  The 1929-32 market only lasted 33 months, 
but lost 85% and took 267 months to recover.  Then again, 
it could be worse. In just twenty months, from January 1825 
to September 1826, the UK market tumbled 69%.  It took 
1,586 months, more than 132 years, to reach that level again. 
1825 to 1957 is a long time to w ait, even for a patient       
investor. [N.B.: Thanks to Peter Oppenheimer of Goldman Sachs for 
much of the historical research]. 

Interest rate cuts are insufficient to stimulate the 
economy and end the structural bear market.  Only when 
capacity has been sufficiently reduced, and the expected   
return on capital sufficiently raised, will the economy and the 
markets recover. 
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Common Theme in 
Structural Bear Markets 

 
Today’s Market 

• An exceedingly strong preceding bull market • Stock prices quadrupled in the 1990s, the greatest bull 
market in US history  

• Profit growth well above trend • Profits grew 12% annually from 1992-99, the highest 
since the post-war boom in the 1950s, and subsequently 
collapsed more than 50%, the biggest decline since 1938. 

• A belief in a new era • Space prevents listing the endless proclamations of a new 
economic era in the 1990s. 

• Low inflation leading to low interest rates • Forty-year lows in inflation and interest rates. 

• Enormous accumulation of debt • The highest levels of private debt, both absolute and rela-
tive to any measure of wealth or income. 




