EXECUTIVE SUMMARY
•
•
•
•

S&P 500 and Dow Jones Industrial up 1.13% and 0.51% respectively for the quarter
10 Year Treasury Yield decreased in the 3Q from 2.58 to 2.52
Bond Indices have returns of 0.17% for the quarter and YTD return of 4.10%
Federal Reserve continues with tapering, but ensures continued suppression of interest
rates for the foreseable future.
Valuation Metrics
P/E Year Trailing Earnings
Shiller P/E Ratio (CAPE)
Price to Sales Ratio
Market Cap to GDP
Q-Ratio (Tobin’s Q)

Current
19.4
26.30
1.75
1.27
1.15

Average
14.55
16.54
0.96
0.65
0.68

Decline to Mean
-24%
-37%
-45%
-49%
-41%

3RD QUARTER SUMMARY
If you have participated in the stock market over the last 24 months, you will have seen a considerable increase in
your portfolio. The S&P 500 is up 37% and the Dow Jones Industrial increased by 26% as of September 30, 2014.
In the last week or so, we have seen volatile behavior in global stock prices. The cause could be due to the lack of
positive global economic news or our own domestic uncertainties both political and economical that have yet to be
resolved. The “reason” the market has slowed in momentum makes for interesting conversation, however, the truth
is no one knows for certain exactly what triggers day to day market changes and more importanly a market decline.
What has become evident through statistical research and historical sampling is that markets with high valuations
historically fall the furthest. This has compelled some in the media circle to chatter about a possible correction on
the horizon. We at HFG have been talking about market overvaluations since 2012 and thought this was a great
opportunity to provide investors a history lesson about Bear Markets. We look forward to hearing your thoughts
regarding the historical research.

BEAR MARKET FACTS
•
•
•
•
•
•
•
•
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There have been 16 Bear Markets from 1929 - Present
- 10 of them have a decline of 20% - 36% (Normal Bears)
- 6 of them have a decline of 46% - 87% (Super Bears)
Average Market Decline is 38%
Bear Markets are defined as a 20% drop from prior peak
The average beginning PE for a Bear Market is 22 and the average ending PE is approximately 14
The length of Bear Markets average about 16 months
Longest time to break even after a Bear Market is 25 years (1929 Bear Market)
Average time to break even excluding 1929 is 45 months
Average time between Bear Markets is 45 months

“History doesn’t always repeat itself, but it does rhyme” - Mark Twain

A
s investors, we often hear the term Bull and Bear Markets, but what exactly constitutes a Bear Market? A Bear
Market’s official definition is a price decline of 20% or more as measured by a major market index (i.e. Dow Jones

Industrial Average or Standards & Poor’s 500 Index.) Throughout this journey of understanding the history of
Bear Markets, we have coined a new definition called “Super Bear Markets”. This is unofficially defined as market
downturns of 40+%. We believe this is the threat that investors should be conscious of. Over the last 80 plus years
there have been 16 official Bear Markets and of the 16, 10 are considered normal and 6 Super Bears. We believe that
Normal Bear Markets are nothing to fear, however, Super Bears should be treated differently.

HOW OFTEN DOES A BEAR COME OUT OF HIBERNATION?
Table I - All Bear Markets

Since 1929 the average time period between Bear Markets is just under 4 years. If you look at each time period, you
will notice that a “Bear Attack” occurred at least once every decade, with the majority experiencing 2 correction
events. What this data tells us is that a Bear Market is not a once in a lifetime event, so it would be unrealistic for an
investor to avoid every one of them. If an investor was to enter the workforce in 1929 and assuming a mortality age
of 70, they could experience 6 to 8 of these events during the accumulation phase of their lifetime. If they continued
to be investors upon retirement, they could in fact experience up to 12 to 14 Bear Markets. In short, these events
can happen routinely and history has shown that they do. It should be interesting to note that since the beginning
of this decade (2010) the S&P 500 has increased by a dramatic 70%, and 180% since the last Bear Market (March
2009).
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HOW FAR IS DOWN?

As an investor, it makes sense to examine how meek or fierce these events tend to be and if there is a trend between
a Normal Bear and a Super Bear, after all, Super Bears tend to be the ones that leave scars. When it comes to the
equity markets, we measure the level of catastrophe by price decline measured in percentages. How far does a Bear
Market typically fall? Please draw your attention to TABLE II.

Table II - Bear Market Declines

Table II - Bear Market Declines

Stock market decline is measured by the percentage change from the top of the market to the bottom as shown in
column 3 (% Decline). For example, in October of 2007 the S&P Index priced at 1560 and by March of 2009 the
index bottomed at 675, producing a loss of 57%. This is called the Index Price Change or (Decline).
Earlier, we touched on the difference between a Normal Bear and a Super Bear. If you examine TABLE III and IV
(Column 4), you will notice that there is a significant disparity between the 6 Super Bears compared to the 10
Normal Bears. Here is a closer look at the numbers.

Table III - Normal Bear Market Declines
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Table IV - Super Bear Market Declines

The average market decline of a Bear Market is 27%, while the average decline for a Super Bear Market is 56%. How
does this relate to your portfolio? The answer is quite simple. If you were to experience a normal market decline of
27% it would take approximately a 37% return to break even. This is a significant loss and return requirement,
especially if you are nearing retirement. It is however, very plausible to recover from that level of loss over a period
of time, as we have over the last 2 years. An investment loss of 56% would require 127% return to recover, which
has prompted many to refer to as catastrophic loss. The reason this is considered catastrophic is because it is extremely difficult to recoup that level of loss, and for those nearing retirement the likelihood of never recovering is
elevated. To provide context just how difficult it is to recover from a decline of this magnitude, we have seen multiple cyclical Bull Market cycles that do not produce that amount of return. So what does all this mean? We define
risk as catastrophic loss that leads to impairment of capital. Requiring a 127% return to recuperate a position would
fall in that category. In summary, we believe that investors should not fear Normal Bear Markets as they occur
habitually, but it is critical to plan for Super Bears because of the substantial time period and return requirement to
recover.

“Everybody has a plan ‘till they get punched in the mouth.” - Mike Tyson

HOW DO YOU SMELL A BEAR?
Now that we have established that there are two types of animals in the forest, let’s examine when each tends to
present itself. TABLE V illustrates the beginning and ending Price to Earnings ratio of each of the 10 Normal Bears.
A Price to Earnings ratio is a valuation metric of a company’s current share price or stock index price compared to
its per-share earnings. The P/E ratio is sometimes referred to as the “multiple”, because it shows how much investors
are willing to pay per dollar of earnings a company generates. For example, if McDonalds were currently trading at
a market price of $95 and the current earnings per share was $5, the P/E multiple would be considered 19.
Another way to look at it is that an investor is willing to pay $19 for $1 of current earnings. High P/E ratios can indicate over-priced or over-valued stocks and stock indices. So, the answer to the heading is that on average, Normal
Bears appear when multiples reach P/E levels of 20 (Column 4) and have support at 15 (Column 5). (SEE TABLE
V)
*The Price to Earnings ratio mentioned throughout this paper refers to the Shiller P/E. See disclosures for more information
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From an investor stand point, a 20% market decline is not outrageous. In fact, most investors anticipate having
some exposure to market volatility because that is the nature of the business. If you play football, you step on the
field acknowledging that at some point you will get hit. If you are not willing to get hit then you should be advised
to not play the game. However, just because we expect to get hit does not mean we throw away our helmets and
pads. There is still a purpose to protection and what we want to guard ourselves from and avoid is a concussion or
serious injury ala... a Super Bear Market. So let’s examine what P/E ratios tell us about the 6 Super Bear Markets.

Table V - Normal Bear Market P/E Ratios

Table VI - Super Bear Market P/E Ratio

When we observe the 6 Super Bear Markets, the average beginning P/E was 26 with four attacks starting 22 or
higher. The cause of these Super Bear Markets is HIGH PRICES as measured by P/E. Knowing this fact does not
give us a precise time of when an event of this magnitude will occur. What this does tell us is that as we approach
25-26 P/E ratios the environment becomes threatening.
Table VII (Column 3) illustrates how a $100,000 portfolio invested entirely in the US Stock Market would have performed during each of the 16 Bear Market samples. It does not take a financier or statistic guru to see that enduring
just one of these events significantly impacts an investor’s portfolio and financial security.
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Table VII - Value of $100,000 Post Bear Market

HOW LONG DOES IT TAKE TO RECOVER FROM A BEAR ATTACK?
The historical recovery time for Bear Markets is shown in Table VIII and TABLE IX under the column “Time Break
Even”. You can see that the 1929 Bear Market took 302 months or over 25 years to break even. (Note: This excludes
the receipt of dividends which would have reduced the break even time period) .
By separating the two samples, we were able to examine just how different the two events were and how much more
vicious a Super Bear was in comparison to a normal. The 10 Normal Bear Markets took an average of 24 months or
2 years to break even. A Super Bear on average took 122 months or 10 years to recover.

Table VIII - Normal Bear Market Recovery
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One could point out that the results are skewed heavily by The Great Depression of 1929 and that singular event
(outlier) should not determine how we invest. When we exclude the 1929 crash, the average time to break-even for
Super Bears was 86 months or 7 years, still a significant time period. We believe the avoidance of Super Bears can
have significant impact for those in retirement or nearing retirement.

Table IX - Super Bear Market Recovery

WHERE ARE WE TODAY?
“If you are not confused, you don’t understand things very well.” - Charlie Munger
For those who are not regular readers of our work, time might be necessary to familiarize yourself with our terminology. Simply put, it is our opinion that high P/E ratios are an indicator of an overvalued market. Historically,
the Shiller P/E ratio for the Market (S&P 500) has averaged 16-17 and at 20 gets closer to a Bear Market and at 26
welcomes a visit from a Super Bear. Today, the Shiller P/E stands at or near 26. To give investors a reference point,
the peak P/E ratio in 1929 was 32. In 2000, it peaked over 40 and in 2007 it hit 27. Each of the peaks was the start
of a Super Bear Market. At a Shiller P/E of 26 today, we believe we are in fact in the midst of an overvalued market
with considerable downside risk and minimal upside potential. It is important to understand that high P/E ratios
don’t tell us when the next Super Bear will wake up from hibernation. From 1997-1999 the market P/E was over
30 for about 3 years before the 50% decline in 2000-02. The “when” is unknown.The more relevant question is
“How much decline am I likely to feel?” And, “Are we in a climate that fosters Super Bear Markets?” We believe the
answer to both of these questions is reasonably quantifiable if history is our guide. The “how much” is in the 50%
decline range. As to are we in a climate that fosters Super Bear Markets, again, if history is our guide and if P/E
ratios are our valuation indicator, we are in a concerning climate today. At HFG we believe that investors should be
aware of the investment climate as it relates to P/E ratios. When P/E ratios are above 20-25, investors should reduce
stock market exposure. Likewise, when P/E ratios fall below 15 we believe that investors should be willing to add to
their exposure. To illustrate the validity of this approach we direct you to Table X.
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Table X - P/E Ratios and Decade Returns

Table X is a summary of every decade holding period for stocks from 1950 to June of 2014. The first decade is January of 1950 to January of 1960, the next decade is February 1950 to February of 1960, we keep moving it forward
every 30 days. By doing this we have a total of 654 10-year samples from 1950 to 2014. The 654 time periods are
then categorized or separated by the P/E ratio at the beginning of each decade. We arbitrarily selected 5 different
P/E ratio categories. The first category is called Low P/E and this is when the P/E ratio is under 10. At the other end
is the Extreme P/E category and this is when P/E ratios are over 25. You can probably detect a trend. While the Low
P/E had 15.96% average decade return the Extreme P/E climate averaged only 3.69% decade returns. Most advisors
today do not recommend a change in your allocation regardless of the P/E ratio. As stated earlier, at HFG we view
Table X as strong evidence that we should change our allocation to stocks based upon the investment climate as
defined by P/E ratios. (Note: The Shiller P/E ratio isn’t the only valid valuation metric. We also use the Price to
Sales ratio and the Market Capitalization of the Stock Market to GDP as well. The results are the same. We are in
an overvalued market as of October 2014 for all of these metrics.)

WHERE DO WE GO FROM HERE?
Our message is not meant to be a scare tactic. We are believers of owning a piece of the Great American Enterprise.
However, one needs to be informed in regards to valuations and the difference between a Normal Bear and a Super
Bear. It is safe to say almost all investors will experience a Bear Market; some however, are still recovering from
the last Super Bear. In the end, the price you pay for an investment is the primary determinant of
your future return. At today’s prices and valuations, we believe there is historical evidence that returns from
this point out 7-10 years will be disappointing for the stock market in general. We also believe that there is significant risk that we will face another major decline like we did in the 2000 and 2008. We are not suggesting that
investors liquidate their entire stock portfolio and run for the hills. What we are recommending is that taking some
gains and reducing your exposure is likely to be a prudent asset allocation plan considering the climate we are in.
Preparation is the aim of the game.
In closing, we have developed a “Stress Test” program that is very informative. I encourage you to visit our website
to see how your portfolio would have held up during the four worst Super Bear Markets. Our website is www.hfginvest.com. Look for the icon “Stress Test” under “Learning Center” and follow the directions. Hopefully this White
Paper provides you insight into the current investment climate and the history of Bear Markets. Feel free to contact
our office (509-735-7507) if you would like a personal appointment.
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DISCLOSURE:
* Shiller P/E ratio: Yale professor Robert Shiller, the author of Irrational Exuberance, averages the last 10 years of earnings and then adjusts
them for inflation to get the Shiller P/E. Shiller refers to this ratio as the Cyclically Adjusted Price Earnings Ratio, abbreviated as CAPE. Source
Dr. Shiller’s website 06/30/2014
Haberling Financial Group (HFG) is a financial services corporation specializing in investment management and financial planning. HFG
has been providing quality wealth management services since 1983, and currently manages over $300 million in assets for over 400 families and retirement plans.
Legal Information and Disclosures
This memorandum expresses the views of the author as of the date indicated and such views are subject to change without notice. Haberling Financial Group has no duty or obligation to update the information contained herein. Further, Haberling Financial Group makes no representation,
and it should not be assumed that past investment performance is an indication of future results. Moreover, wherever there is potential profit there
is the possibility of loss. This memorandum is being made available for educational purposes only and should not be used for any other purpose.
The information contained herein does not constitute and should not be construed as an offering of advisory services or an offer to sell or solicit and
securities or related financial instruments in any jurisdiction. Certain information contained herein concerning economic trends and performance
is based on or derived from information provided by independent third-party sources. Haberling Financial Group Inc. believes that the sources from
which such information has be obtained are reliable; however, it cannot guarantee the accuracy of such information and has not independently
verified the accuracy or completeness of such information or the assumptions on which such information is based. This memorandum, included
the information contained herein, may not be copied, reproduced, republished, or posted in any form without the prior written consent of Haberling
Financial Group. © Copyright 2014 Haberling Financial Group. All rights reserved. All content provided by Crestmont Research has been used with
express permission and attribution.
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