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(When) Will It Come Back? 
 
We like to use our commentaries to answer the questions that are being most frequently asked by 
investors.  We try to be candid with our answers, even when no one wants to hear the things we feel need 
to be said.  The problem is that investors always seem to be asking the wrong questions, and there is an 
abundance of finance and media types whose enthusiastic responses imply validity to the questions being 
asked. 
 
With most investors in a state of shock, today’s questions speak to their three years of pain and their 
desire for relief:  (1) How could I have not seen this coming, and (2) When will the market come back?  
Regarding the first question, we would argue that reasonable people should have known that when stocks 
trade at three times the average market multiple to infinity, the real question becomes “When will the 
market fall?”  While we saw the wave coming and knew it was big, and said so, not many wanted to 
listen, although we considered the indicators to be very clear. 
 
Regarding the second question, historically, at the bottom of severe market downturns, most investors do 
not ask “when” the market will come back but question “if” it ever will.  To address this second question 
better, we need to get our “ifs” and “whens” straight.  We need to review this emotional roller coaster and 
suggest a better way to ride the equity market. 
 
Where Have We Been? 
 
From the market’s peak in March 2000 through year-end 2002, the S&P 500 was down 42% and the 
NASDAQ was down 74%.  The market has declined for three consecutive years, and the last time that 
happened was during the Depression.  We are pleased that CornerCap’s equity investments declined 
during only one of these three years (2002) and that our three-year performance was up and only slightly 
down, depending on the specific client objectives.  That was yesterday.  Our focus must always be on the 
future. 
 
The investing community tends to define a bear market as a 20% decline from a previous high.  Applying 
these bear market criteria to the changes in the S&P 500 Index, we have experienced three separate bear 
markets over the last three years.  They were as follows: (1) March 2000 to April 2001, down 28%; (2) 
May 2001 to September 2001, down 26%; and (3) January 2002 to July 2002, down 32%.  We just barely 
missed a fourth bear market between August and October of 2002, down 18%.   
 
Excluding the one-day market crash on Black Monday (October 19, 1987), we had not experienced a bear 
market in the U.S. since 1982.  Over this 18-year period (1982 to 2000), we were building up huge 
excesses, even though the economy was performing reasonably well.  These excesses involved not only 
inflated stock prices but also production over-capacities and bulging corporate budgets.  We are not sure 
how long it will take to work off these excesses, but as discussed below, we do not appear to be there yet. 
 
Another characteristic of having three bear markets in three years is the number of false starts we have 
seen for the next bull market.  During the 42% decline in the market since March 2000, we have also 
experienced three relatively significant market upturns.  Why so many false starts, and why have not we 
seen the type of panic selling that is typical of the capitulation phase of a market bottom?  Part of the 
answer may relate to the proliferation of hedge funds that is fueling a new breed of short-term investors.  
The hedge fund managers may be faster traders than we long-term investors, but we doubt that they are 
any better at figuring out when the change in direction will be more lasting.   



2

 
Where Are We Now? 
 
Having experienced these new post-Depression records, one would think that we are nearing a market 
bottom.  Of course, not many thought about those statistical aberrations on the upside.  In 1999, we 
finished our ninth consecutive year of positive market returns (our prior record, was five consecutive 
years!) and completed an 18-year bull market run (another record).  We do not know exactly when the 
bottom will occur, or whether, in fact, it occurred on October 9, 2002.  What we do know is that the 
market is not cheap by any stretch of the imagination, and more bad news for investors in 2003 is 
certainly possible. 
 
Rather than market timing statistics or the emotions of fickle investors, CornerCap primarily looks at 
market valuation levels when the talk turns to market extremes, whether they are high or low.  Using 
approximate historic values, the market has been priced to average around 16 times earnings over time 
and at market bottoms around 13 times earnings.  Most research analysts are computing the current 
market multiple at 18 and categorizing it as either cheap or reasonable.  While this is still not cheap by 
our yardstick, it is certainly more palatable than it was three years ago when it was at least double that 
ratio. 
 
Another concern of ours is the reality of the 18-times-earnings number that Wall Street is computing and 
promoting.  This ratio is based on next year’s earnings (2003), and just as these prognosticators did a year 
ago, they include a healthy increase from the 2002 earnings.  As witnessed last year, this projected growth 
rate is very uncertain.  There are more problems.  We believe that the 2002 earnings number from which 
the growth rate is applied is overstated.  With the blessing of the accountants, companies have been 
aggressively overstating their earnings, excluding many things that are negative and leaving in the good 
stuff.  The 18-times-earnings number for the market also excludes companies with negative earnings, and 
there have been a number of those in 2002.   
 
Maybe earnings are depressed now or at least reasonably reported.  Maybe inflation is permanently tamed 
and a higher market valuation is justified.  Regardless of the “maybes” or the complexities that Wall 
Street works to create or how much the market has already dropped, we believe that the S&P 500 Index is 
still not cheap.  And emotionally, we are not sure that investors have reached the depth of despondency 
that is needed to reflect a true market bottom.  When will the market come back?  Probably when 
investors drop the “when” from the question. 
 
Where Are We Going? 
 
For long-term investors, this is not a good question.  It does not matter where the market is.  Most 
investors should have a long-term allocation to the equity market, and they should stay with that 
allocation.  In the shorter term (say, less than five years), the market will always move up and down the 
emotional roller coaster, cresting and bottoming at unpredictable points along the way.  The various 
sellers of stocks or investment information will always be fueling the hope that they have the answers for 
this time and set of complex factors.  Today’s complexities have added to the market’s volatility and 
include many critical matters, like terrorism, Iraq and North Korea, oil risks, the languishing economy, 
proposed tax legislation, etc.  Some analysts may accurately predict some of these issues.  A few may 
even successfully predict how the market will react to these events.  But, what we cannot predict are the 
select few analysts who happen to get it right this time around.  
 
Because of the various costs incurred (spreads, commissions, taxes), long-term investors will never win 
by trying to time the unpredictable emotions of the market.  And at this time in the market with the after- 
tax yield on money market funds in the 1% range, why would a long-term investor give up the higher 
dividend yield on equities and assume a zero or negative growth rate for the coming five to ten years?  
This logic makes no sense to us. 
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How do you win?  Many people believe that investing is very complicated today.  We disagree.  It has 
never been that complicated.  As Warren Buffett said at the last Berkshire Hathaway annual meeting, “the 
most important skills for successful investing are realism and discipline . . . not intelligence and an ability 
to work with numbers.”  There is no magic formula; you simply buy a diversified group of businesses that 
sell at a price that is reasonable when compared to current earnings and projected cash flows.  Of course, 
success is predicated on having patience, i.e., giving the process time to work. 
 
Successful investors, even Buffett, have learned that all selections do not work out as planned.  That is 
why we diversify, to limit those things that we cannot control.  That is also why we look for stocks that 
are priced low enough to have a margin of safety.  Market emotions are usually the tricky part.  An ability 
always to detach one’s self from the crowd is invaluable, and this is the one skill that may be more innate 
than learned.  It would be difficult to survive at CornerCap without this mindset. 
 
Putting the above philosophy into practice, let us review CornerCap’s current stock holdings.  Our current 
large- to mid-capitalization stocks are trading at 11.8 times 2002 estimated earnings.  This compares to 
our estimate of a realistic market multiple in the range of 25 to 30 times earnings and reflects over a 50% 
discount to the market.  Our stocks are yielding 2.7% versus 1.7% for the market.  For our small-cap 
stocks from which we have a larger pool to select, the multiples are even better.  With this margin of 
safety built in and with these yields, do we really need to agonize over how high or low the market might 
be? 
 
What is truly interesting is how consistent the valuations of our holdings have been over the years.  At the 
market peak in the spring of 2000, our stocks were still priced at 12 to 14 times earnings.  So long as our 
clients are long term and we are able to buy stocks in this range, we will win for them.  All we have to do 
is stubbornly stay with the discipline.  However, every sound bite out of Wall Street argues for change, 
action, response, exception, complexity, etc.; just do something so we can feed this massive machine we 
have built. 
 
The principals of CornerCap have been managing client assets for over 23 years.  We have used roughly 
the same process, and we have realized relatively stable returns through the gyrations of the market.  If 
you prefer the thrill of the roller coaster ride, you will find the shows are better in Las Vegas.  If you 
prefer to realize higher returns while on a smoother ride, you will need to block out the noise of Wall 
Street and just put on the headphones and turn up Lawrence Welk.  
 


