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“MARKET VOLATILITY”

Warren Buffett uses an allegory for the stock market he calls “Mr. Market.” He says, “Imagine you
own a small share in a private business, and Mr. Market is your partner. He is very
accommodating, appearing daily to tell you what he thinks your interest is worth and offering to
buy or sell it. However, Mr. Market is prone to erratic emotional swings, sometimes euphoric and
optimistic, other times depressed and pessimistic.”

The market’s current mood is transitioning from euphoria, following the presidential election to
pessimism. This shift mirrors the emotional swings of Mr. Market, where optimism is replaced by
a sense of dread or uncertainty, often triggered by global and economic concerns.

Currently Mr. Market is pricing in a great deal of uncertainty, especially around tariffs. The
inconsistency in communication has created significant confusion and instability regarding trade
policy, particularly around tariffs. This uncertainty is not just a short-term concern; it has long-
term implications for global supply chains, corporate profitability, and overall economic stability.
The erratic nature of tariff-related decisions—from sudden changes in tariffs to surprise
announcements or reversals—creates an environment where businesses cannot predict costs,
profit margins, or international trade dynamics with any certainty.

In recent Q4 earnings calls, many management teams have communicated a similar message of
economic uncertainty. The tone of these calls reflects a cautious stance from top executives,
many of whom have indicated that they are lowering expectations in the face of unpredictable
global trade policies and macroeconomic conditions. Management teams across industries have
repeatedly emphasized the need for flexibility and resilience, preparing for a range of possible
outcomes depending on the direction of government policies. At a minimum, guidance is
conservative, while many businesses are scaling back their growth forecasts for the coming
quarters. As companies navigate the fallout from potential tariff hikes or new trade regulations,
they are revising earnings projections down, preparing for a less favorable operating environment.
This adjustment in expectation, coupled with concerns about tariff impacts, often triggers more
conservative capital investment strategies, with companies choosing to preserve capital or delay
expansion.

As businesses lower their forecasts and signal cautiousness, investor sentiment often shifts from
optimism to pessimism. The unpredictability surrounding tariffs and trade wars creates an
environment where companies’ forward guidance becomes more conservative, pushing stock
prices down as investors react to the potential for diminished future profitability. Slower
corporate spending leads to erosion in economic indicators that, in turn, lead to further
uncertainty in interest rate policy and unemployment.



The rise of options trading, particularly short-dated options, is exacerbating the market’s current
volatility. Short-term options, with expiration periods of just one day, make it easier for traders to
make quick moves in the market in an inexpensive fashion. This can amplify price swings as
traders react to news, earnings reports, or other short-term events. It's important to note that
while options trading influences price, it does not affect the intrinsic value of a business. The
actual worth of a company is based on its fundamentals—its ability to generate profits, manage
costs, and grow over time—not the momentary fluctuations driven by options traders.

These factors are collectively contributing to Mr. Market’s sudden and extreme pessimism.
However, uncertainty often leads to exaggerated swings in stock prices, creating buying
opportunities for long-term investors who are not swayed by short-term volatility.

Throughout the last few years, the stock market has been riding Mr. Market's emotional roller
coaster. From the extreme fear and panic during the early months of the pandemic in 2020, to
irrational exuberance and overconfidence in 2021 as investors embraced a post-pandemic
recovery, the market reflected the manic states of Mr. Market. In 2022 and beyond, we saw Mr.
Market shift to fear and uncertainty driven by inflation, rising interest rates, and geopolitical
instability. This was followed by moments of recovery optimism in late 2023 and early 2024, as the
market adjusted to the new economic realities. At each stage, market prices were heavily
influenced by short-term sentiment, while the intrinsic value of businesses, which are often
slower to change, offered strategic opportunities for long-term investors.

History shows that market pessimism can present fantastic opportunities for long-term investors
looking for strong businesses. When Mr. Market is in a state of emotional despair, quality
companies often become mispriced, as Mr. Market doesn't differentiate between high-quality
businesses and struggling ones. He tends to assume the worst across all businesses.

Characteristics of Strong Businesses:

o Competitive Position: Companies that hold a strong market position and have a durable
competitive advantage are more likely to weather economic storms.

o Pricing Power: Businesses that can raise prices without losing customers tend to do well
even in inflationary environments.

o Low Capital Intensity: Companies that don’t need heavy capital investments to grow are
more agile and profitable over the long run.

o Low Leverage: Businesses with manageable debt levels are less vulnerable to rising
interest rates or economic downturns.

o Strong Historical Operating History: A proven track record of profitability and resilience
through market cycles is a good indicator of a company's long-term viability.

J Focused Management Teams: A sharp, strategic, and disciplined management team can
successfully steer a business through turbulent times.

o Growth Potential: Companies with strong growth prospects can continue to thrive even
when others are struggling.



During times of pessimism, these great businesses are often priced at attractive levels, offering
opportunities for patient investors to buy at discounted prices, knowing that Mr. Market’s
pessimism will eventually subside as reality alleviates extreme scenarios. Successful investors
look forward to capitalizing on Mr. Market’s mental instability.

The Value of a Long-Term Perspective

Itis important to point out that investors should remain focused on the long-term value of
businesses, rather than getting caught up in the short-term emotional swings of Mr. Market. While
market volatility can be unsettling, it is often during times of pessimism and uncertainty that the
best opportunities for long-term gains arise. This is a core element of Buffett’s investing
philosophy: buy great businesses at reasonable prices and hold them for the long run while
disregarding short-term market noise and the moodiness of Mr. Market.

By maintaining this mindset, investors can avoid the temptation to react to Mr. Market's irrational
behavior, instead taking advantage of his mood swings to buy valuable businesses when they are
undervalued. This disciplined approach has been a hallmark of Warren Buffett’s success over
nearly 70 years.
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