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We'd like to take a moment to share some of the timeless wisdom of Howard Marks, the highly re-
spected founder of Oaktree Capital Management.

His latest book is entitled Mastering the Market Cycle. In it, Mr. Marks reminds us that despite the occa-
sional recession, our nation's long-term growth has been very steady. Over the last 50 years, inflation-
adjusted Gross Domestic Product has grown an average of 2.7% per year. Over the last two decades
(since 2001), revenues for the S&P 500 Index constituent companies have grown 3.2% per year. In the
real world, things generally fluctuate between "pretty good" and "not so hot."

In contrast, investor perceptions tend to swing wildly from "flawless" to "hopeless." Instead of a steady
return reflecting GDP and revenue growth, stock prices tend to gyrate excitedly, both within any given
year and from one year to another.

How many times in the 47 years of Marks’ career from 1970-2016 was the S&P 500's calendar year return
within a “normal” band of +8% to +12%7? A reasonable guess might be two-thirds of the time. Maybe just
one third. In fact, it happened exactly three times. Furthermore, in 13 of those 37 years, the actual re-
turns have been either up more than 30% or down more than 10%, i.e. one-third of the years saw returns
more than 20 percentage points away from "normal.”

Given the relatively steady state of the economy, we deduce that the primary reason for exaggerated
market moves is investor psychology. The investment mood tends to swing from fear to greed to fear and
back again, somewhat like a pendulum.

In the first stage of a bull market, only a few people believe things will get better. In the second stage,
most investors realize that things are improving. In the third stage everyone begins to believe that things
will get better forever. During this stage, when challenged with the fact that valuations are historically
high, the answer often is that "it is different this time." For example, when technology stocks were in a
bubble in the late 1990's, the rationale was that the internet would change the world and thus it must be
“different this time.” Marks believes this “it’s different this time” thought to be dangerous.

Unfortunately, after the emergence of positive developments that cause prices to become elevated, peo-
ple tend to become even more confident. With newfound confidence, they begin to buy, but they are in
fact “buying high.” Likewise, they tend to become fearful after negative news has caused prices to plum-
met, and they begin to “sell low.” This phenomenon could explain why the “average investor” has
achieved a total return of only 1.9% per year over the last 20 years, while every major asset class has pro-
vided a higher return over the same time period. (See chart, over).

A better strategy might be to recognize these patterns and strive to be contrarian. Marks thinks more
time should be spent understanding where we are in the greed-fear cycle and less effort should be devot-
ed to making economic predictions. The greatest source of investment risk is the belief that there is no
risk. The greatest returns are on offer when the price is low (which usually goes hand in hand with the
belief that there is much risk). When the perception of risk is high and the price is low, then the potential
reward is substantial and the risk is limited. Buying should be done as the price is falling. Waiting until it is
evident that a bottom has been reached will reduce potential returns. Marks notes, as well, that truly
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20-year annualized returns by asset class (1999 — 2018)
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outstanding opportunities come perhaps once a decade when bubbles and crashes create cyclical ex-
tremes.

Having published his book, Howard Marks was one of the speakers at the recent Mauldin Investment
Conference. When asked where we are in the current investment cycle, he said that there are no major
asset classes that are selling below their intrinsic value. “We sit late cycle.” The U.S. economic recovery
has been the longest in history. The bull market is the longest in history. The world is highly leveraged
and even more unpredictable than usual. The probability of high returns is low and the probability of low
returns is high. Marks sees no need for investors to rush into cash, but he suggests they should be more
defensive, rather than offensive.
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