“What’s Past is Prologue”
As Shakespeare noted, the past is always a prologue to the future. Hence, investors
should not have been surprised by the paltry 1.4% annualized return from U.S. stocks
over the past decade. Lengthy spans of moribund or even declining prices have always
followed periods of rapid ascent in stock prices, as was experienced from 1982
through 1999. This is illustrated in the following graph that depicts the cumulative
appreciation in large company U.S. stock prices since 1825i. The eight periods of price
stagnation are highlighted with dark lines.
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Prior to World War II, bull markets typically ended in ferocious bear markets trigged
by financial panics and recessions. The market’s recovery to the previous cycle high
was always lengthy. For example, the Civil War stock boom was followed by the Panic
of 1873 and it wasn’t until 1879 that stock prices exceeded their prior 1864 high.
Similarly, the Panic of 1893, that was caused by railroad overbuilding, dicey financing
and bank defaults contributed to an 18-year price plateau that ran from 1881 to 1899.
History is replete with such examples; the U.S. housing bubble is just the latest
culprit.
More recently, the post WWII stock market boom reached a plateau in the late 1960’s
and was followed by over a decade of price stagnation before the bull market of the
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1980’s. By historic standards, the duration of the current period of moribund prices is
still somewhat below norm; patience is likely still in order.
History’s lessons on market volatility are also instructive. The reputedly
“unprecedented” market volatility of the last decade is in fact a recurrent
phenomenon. As illustrated in the following graph depicting the standard deviation –
a measure of volatility – of large company stocks, the market has always oscillated
between periods of relative calm and extreme instability.
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Whether volatility remains elevated for a longer period as in the late 1870’s to 1880’s
and the 1930’s or ebbs away as in most cycles has yet to be seen. The longest and
deepest economic contractions on record occurred in the 1870’s and the 1930’s. The
relatively fast, albeit subpar, recovery to-date, so long as it is not derailed by an
economic shock, suggests that a moderation in volatility may be in the cards.
One important lesson from history is that another lost decade is unlikely. Since 1825
there has never been a case where returns have hovered in the 0% range for two
sequential decades (see Appendix I). On the other hand, a roaring bull market is
improbable unless investors lapse into another manic state. Today’s market valuations
are simply not low enough to fuel a prolonged period of double-digit returns. Asset
bubbles will occur – they always do – but are likely to be concentrated in specific
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assets (e.g. precious metals and commodities) and specific markets (e.g. emerging
economies).
Some analysts are predicting imminent major market declines that will drive
valuations down to the inordinately cheap levels that occurred in the early 1920’s,
the late 1940’s or the early 1980’s, all of which preceded major bull markets.
However, a longer-term view of history suggests that valuations and conversely
returns need not swing between such extreme lows and highs. As illustrated in the
following graph depicting the annual return from U.S. large company stocks (in red)
and the cyclically adjusted real earnings yield ii (in green), there have been prolonged
periods - from the mid-1880’s to the early 1900’s and the late 1950’s to early 1970’s where valuations have been somewhat elevated yet stable and market gains and
losses moved within relatively moderate ranges. Market losses, however, tended to be
more frequent than during bull markets fuelled by low valuations.
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With nearly two centuries of capital market history to draw on, the big surprise is that
we are still surprised. As Norman Cousins, the journalist and author, stated, “History
is a vast early warning signal.” Thoughtful investors always pay heed.
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Appendix I
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Tacita Capital Inc. (“Tacita”) is a private, independent family office and investment counselling firm
that specializes in providing integrated wealth advisory and portfolio management services to families
of affluence. We understand the challenges of affluence and apply the leading research and best
practices of top financial academics and industry practitioners in assisting our clients to reach their
goals.
Tacita research has been prepared without regard to the individual financial circumstances and
objectives of persons who receive it and is not intended to replace individually tailored investment
advice. The asset classes/securities/instruments/strategies discussed may not be suitable for all
investors and certain investors may not be eligible to purchase or participate in some or all of them.
The appropriateness of a particular investment or strategy will depend on an investor's individual
circumstances and objectives. Tacita recommends that investors independently evaluate particular
investments and strategies, and encourages investors to seek the advice of a financial advisor.
Tacita research is prepared for informational purposes. Neither the information nor any opinion
expressed constitutes a solicitation by Tacita for the purchase or sale of any securities or financial
products. This research is not intended to provide tax, legal, or accounting advice and readers are
advised to seek out qualified professionals that provide advice on these issues for their individual
circumstances.
Tacita research is based on public information. Tacita makes every effort to use reliable,
comprehensive information, but we make no representation that it is accurate or complete. We have
no obligation to inform any parties when opinions, estimates or information in Tacita research changes.
All investments involve risk including loss of principal. The value of and income from investments may
vary because of changes in interest rates or foreign exchange rates, securities prices or market
indexes, operational or financial conditions of companies or other factors. There may be time
limitations on the exercise of options or other rights in securities transactions. Past performance is not
necessarily a guide to future performance. Estimates of future performance are based on assumptions
that may not be realized. Management fees and expenses are associated with investing.

i

Large company stock returns are from the 2010 Ibbotson SBBI Classic Yearbook (Chicago: Morningstar, Inc.,
2010).
ii
The cyclically adjusted real earnings yield has been derived from Shiller’s cyclically adjusted price
earnings ratio available at http://www.irrationalexuberance.com/index.htm.
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