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Everybody feels cheated. 

Investors feel cheated because they think that the heavy losses they incurred over the last two and a half years were caused be crooked accountants, greedy managements and research analysts on the take. Accountants feel cheated because they think that performing audits according to existing rules and regulations was lawful (if not always ethical) and therefore not punishable. Managements feel cheated because they were trying to please the allmighty capital markets by coming through  with earnings quarter after quarter, using the means at their disposal, including legal (and sometimes illegal) accounting tricks. Politicians feel cheated because they supported and profited (by winning elections) from a capitalist system that had already gone haywire at the time when Alan Greenspan was ridiculed for his famous “irrational exuberance” speech in December 1996. Nobody owns up, everybody points the finger at everybody else. And if everything else fails, the system is blamed. It is disgusting.

People refuse to believe that the system has not broken down, that everybody got what they deserved. Lets address the grievances of each party:

1. Investors: The capital losses they incurred are painful and they feel that everybody was ganging up on them to cheat them out of their money. The truth is that investors were screaming for stocks in 1998. They could not get enough of tech stocks, internet stocks, IPO’s. It was a fad to brag about the capital gains in your 401K. People went as far as taking loans out on their houses and credit cards to gobble up more stocks. Nobody bothered with valuations or diversification. Brokers who recommended GM or Phillip Morris were ridiculed or even got into trouble with their customers. Everybody wanted Cisco Systems, Worldcom and AOL. 

2. Accountants feel cheated and unjustly criticized because of some bad apples. The truth is that one of today’s hot topics, expensing of executive options by including them as costs in the income statement, had been identified as a major problem area some 5 or 6 years ago. The Financial Accounting Standards Board (FASB) had tried unsuccesfully some five or six years ago to change the accounting rules forcing corporations to expense options issued to managers and directors in their income statements.Guess who blocked the proposal? Your elected officials at the Senate. Heavy lobbying from corporations derailed the proposal. So auditors included the options expenses in the footnotes of their audits, but did not deduct these dilutive expenses from the companies earnings. Now they are being accused of helping their clients to hide the truth. The truth was, everybody who was interested, could have done the math themselves. The dilutive effects of millions of executive options were included in audits for many years. People were just not interested or too lazy. 

3. Management feels cheated, because all they were trying to do was run a successful company. How was success measured? The Stock Price was the only tangible or “real” measure. How much people were willing to pay for your stock was the only yardstick. The more the better, because a high stock price afforded a company with cheap currency to take over other companies by paying with stock rather than with hard dollars. This way, Cisco Systems, AOL and many others could make acquisitions after acquisitions which did not cost them a dime. Slick, right? The pressure was on for these managers because everybody demanded higher and higher stock prices, no matter what. Legal, illegal? As long as everybody came out ahead, nobody cared. Especially not Wall Street. The investment bankers had their own tricks up their sleeves and showed those poor, innocent managers how it was done right. Grand scale and grand investment banking fees.

4. The politicians feel cheated because now they have to fix this mess. They have to pretend they never really understood what executive options were and what heavy dilutive effects these options can have on a company’s income statement. Now they have to pretend that they themselves were duped by everybody. Don’t believe them. They understood very well, most of them being lawyers and managers, what game was played on Wall Street. But this was the best country in the world and nobody wanted to be so un-American to spoil the party. So, all they have left now is their own hipocritical spin on it.

What about the brokers? Do they feel cheated? You bet. They feel cheated twice. On the way up they were criticized for not being aggressive enough and earning commissions anyway. On the way down they are being criticized for not being conservative enough and earning commissions anyway. 

The Emotional Rollercoaster of Investor John Q.

It was July 1997, Cisco Systems (NADSAQ: CSCO) had just broken through its previous high of $8.00 and kept on rising. By December 1997, it had reached $10.00. By December 1998 it had reached $24.00. Mr. John Q. had watched it for a while and decided it was going to go even higher. He saw it climbing to over $29.00 be February. In March it dipped to $24.00 and he bought 400 shares for roughly $10,000. The quarterly earnings report was good as expected, the stock kept on climbing. The second quarter was even better. The news pushed the stock over $32.00. The company’s business was going like gangbuster. In October 1999, after the third quarterly report came out, Mr. Q. added another 300 shares for $35.00 “Can’t get enough of a good thing”. By January 2000 his “retirement race horse”, as he used to call it, broke through the $50.00 mark. An investment of $20,000 had turned into $35,000 in less than a year. “Should have bought more”. By the end of March 2000, his race horse reached $80.00. His retirement money had grown to $56,000 in exactly 15 months. “Should have bought more”. At that point, Cisco Systems under the helm of John Chambers, everybody’s hero at the time, traded at a Price-Earnings ratio of over 70. In other words, investors were willing to pay 70 years worth of (constant) earnings for the stock. Clearly the greater fool theory was alive and well. Mr. Q. did not know what it meant but he knew one thing. He owned a darn good company. After the first quarter of 2000, John Chambers made some cautious comments about the earnings in future quarters. The stock dropped from $80 to $55 in two weeks. Mr. Q. thought: “They are all yellow. This company never missed a quarter.” He seemed to be right. The stock recovered to $70.00 two weeks later. Cisco dropped three weeks later all the way down to $50.00 on bad industry reports. Demand for routers seemed to be declining. One anxious week was all Mr. Q. had to endure. Cisco climbed over the ensuing 2 months all the way back to $70.00. Mr. Q’s only comment was: “I told you.” At the beginning of September 2000, Cisco’s decline began in earnest. At the end of the month, CSCO traded at $55.25. Mr. Q’s nestegg was worth $38,675. At the end of December 2000,  CSCO closed at $38,25. The nestegg was worth $26,775. Mr. Q. was thoroughly disgusted and decided that he was in it for the long haul anyway. Business conditions would surely improve and so would his little race horse. The PE ratio was still an astronomical 60 times earnings, but according to Mr. Q. “that is the price you have to pay for a superior company”. At the end of the first quarter 2001, CSCO closed at $15.8125. The nest egg had shrunk to $11,068.75. “John Chambers is an idiot and should be fired” is all Mr. Q. had to say. The PE ratio was still above 50, since the company’s earnings had fallen dramatically. Today on July 18, 2002 Mr. Q.’s nestegg is worth $10,045, CSCO closed at $14.35 and Mr. Q. has decided that he is going to sell as soon as it reaches $ $29.00. He wants at least his money back. 

My guess is, that one year from now, Mr. Q. will have resigned himself to selling once it hits $20.00 “or maybe $18.00” he says, when he has short bout of realism. Good luck Mr. Q. 

The three phases of a bear market:

1. Disbelief:  “This is just a short term pullback” We are going to come back and go higher.

2. Avoidance: I am not even opening my brokerage statements anymore. I don’t care. I just don’t want to deal with it.

3. Anger and Panic: It’s a rigged game. I am not going to particpate any more. Let them do their thing. Just get me out, now. I am done. Never again. 
At that point in time, everybody has sold, nobody is left to sell and YOU should start buying!

Be careful out there. The coming weeks are going to be extremely hazardous!
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