Bear Markets Analysis
Duration and Drop (S&P 500)

Bear markets, while painful, have historically been shorter than bull markets.

‘Metric

||Average (Since 1928)

Average Duration (Peak to
Trough)

9.6 to 11.4 months

Average Decline (Peak to
Trough)

Approximately 35%

‘Average Frequency

|Roughly once every 3.5 to 5 years

2020)

Duration Decline (Approximate S&P 500

Historical Bear Market (Months) Drop)
(Examples)
Great Depression (1929- ) 0
1932) 34 86.2% (DJIA)
Dot-com Bubble (2000- 0
2002) 30 -49.1%
Global Financial Crisis

- 0,
(2007-2009) 17 >6.8%
COVID-19 Crash (Feb-Mar 1 34.0%

Note: The recovery period (time to reach the previous peak) can be much longer
than the duration of the bear market itself, sometimes lasting years.




Causes of Bear Markets

The triggers for a bear market can vary widely, but they generally stem from a
decline in investor confidence driven by fundamental economic or structural
issues.

Category HTypical Triggers HExamples

Rising interest rates, persistent
Cyclical (Most |jinflation, impending or active
Common) recession, falling corporate profits,
end of an economic cycle.

Early 1980s Recession
(Rising rates to combat
inflation).

Event-Driven |Sudden, unexpected "shock" events COVID-19 Pandemic, Oil

(Shorter, faster |that temporarily knock the cycle off Price Sh(.)CkS’ :
Geopolitical Crises (e.g.,
recovery) course.
War).
Fundamental structural imbalances, |Great Depression
Structural asset bubbles, excessive private- (1929), Global Financial
(Most Severe) |lsector leverage, followed by a Crisis (2007-2009)
financial /banking crisis. (Housing bubble).

Effects on Large-Cap Stocks and the Economy

Effect on Large-Cap Stocks

Large-cap companies (those in indices like the S&P 500) are not immune to bear
markets, but they often exhibit certain characteristics compared to mid- and
small-cap companies:

o Substantial Decline: As shown by the average S&P 500 drop of around
35%, even the largest companies see significant valuation decreases.

o Relative Resilience: Large-cap stocks tend to be less volatile than
smaller companies due to their established market position, consistent
revenue streams, and stronger balance sheets.

e Liquidity: They maintain higher liquidity, which can help fund
managers handle investor redemptions without selling assets at heavily
distressed prices.

o Sector Differentiation: Defensive sectors (like healthcare, utilities, and
consumer staples) often hold value better than cyclical sectors (like
industrials or consumer discretionary) during a downturn.




Economic Effects

Bear markets are often closely linked to, but do not always cause, economic

recessions:

e Recessionary Link: About two-thirds of bear markets have coincided
with a recession. A bear market typically precedes a recession by several
months.

e Reduced Wealth Effect: Declining stock prices lead to a "negative wealth
effect,” where consumers feel less wealthy, resulting in reduced
spending and a slowdown in economic activity.

o Business Impact: Businesses face decreased consumer demand,
resulting in falling corporate profits, potential layoffs (leading to higher
unemployment), and a sharp drop in Initial Public Offerings (IPOs).

o Market Reset (The Upside): While painful, bear markets act as a
"clearing mechanism," weeding out weak or overly leveraged companies,
correcting structural mispricings, and resetting valuations to more
sustainable levels, which paves the way for the next bull market.

Dot-com Bubble (2000-2002) and the Global Financial Crisis (GFC, 2007-
2009) represent two fundamentally different types of bear markets: a
speculative bubble burst versus a structural financial crisis.

Dot-com Bubble vs. Global Financial Crisis

Dot-com Bubble (2000-

Feature 2002) Global Financial Crisis (2007-2009)
Duration 3 1 ths (March 2000 - 17 months (Oct 2007 - March
(Peakto 5 5 002) 2009)
Trough)
IndexDrop |, ., —E0
(S&P 500) | 49% ~-57%
Index Drop ||x-78% (Extreme ~—550
(Nasdaq) |concentration of losses) ~ 0
. . . ||Systemic Risk/Credit Bubble:
gs::‘:gﬁl t;;i:g?; l:i;nl\g?;swe Collapse of the U.S. housing market
Primary media and telecom (TMT)gy’ and the subsequent failure of the
Cause com a{nies with unbroven or global banking system due to
noné) istent b sinegs models complex, over-leveraged mortgage-
x u " |[backed securities (MBS).
g(f)fl; ec ted '(I;ii:?;(;ltosgéiﬂd:elecom Financials and Housing (Banks,
. p ’ insurance, real estate, construction)
Sector networking equipment)

Economic HMild Recession (2001): The ||Great Recession (2007-2009):




Dot-com Bubble (2000-

Feature 2002) Global Financial Crisis (2007-2009)
Impact economic damage was largely||Severe global recession, high
contained to the tech sector |junemployment, freezing of credit
and capital spending. markets, and massive loss of
household wealth.

1. Dot-com Bubble (2000-2002)

The Cause: Speculative Excess

The cause was a classic asset bubble driven by "irrational exuberance" around
the potential of the internet:

Valuation Disconnect: Investors disregarded traditional metrics (like
earnings and cash flow), instead focusing on non-traditional metrics like
"eyeballs," "click-throughs," and "website traffic."

Cash Burn Model: Many companies lacked viable business models (e.g.,
Pets.com, Webvan), using venture capital and IPO money to "get big fast"
through massive marketing, leading to cash depletion.

Federal Reserve Action: The Fed raised interest rates six times between
June 1999 and May 2000 to cool the booming economy and curb
excessive speculation, which helped trigger the collapse.

Effects

Uneven Damage: The impact was highly concentrated. While the tech-
heavy Nasdagq fell nearly 78%, the Dow Jones Industrial Average (D]JIA)
was much less affected, highlighting that this was a sectoral crisis, not a
systemic financial one.

Corporate Bankruptcies: Thousands of Internet companies and
telecommunications providers (like WorldCom and Global Crossing) went
bankrupt, leading to mass layoffs in the tech sector.

Legacy of Survival: Companies with strong underlying models, like
Amazon and eBay, survived the crash and eventually thrived, proving the
long-term utility of the internet.

2.Global Financial Crisis (2007-2009)

The Cause: Systemic Risk

This was a far more systemic and structural crisis that threatened the global
financial system:




e Subprime Mortgages: Banks issued increasingly risky "subprime"
mortgages to borrowers with poor credit, often with low initial "teaser”
rates that quickly reset higher.

e Securitization and Leverage: These mortgages were packaged into
complex financial products like Collateralized Debt Obligations (CDOs)
and sold globally. Credit rating agencies gave these risky assets high
ratings, masking the danger.

o Contagion: When U.S. housing prices fell, defaults soared. The value of
the toxic assets held by global banks plummeted, leading to a sudden,
catastrophic loss of confidence in the banking system (credit crunch) and
the failure of major institutions like Lehman Brothers.

Effects

e Credit Freeze: Unlike the dot-com crash, this was a liquidity crisis.
Banks stopped lending to one another, freezing the global flow of credit
and bringing the real economy to a standstill.

o Severe Recession: The U.S. and many other countries entered the worst
recession since the Great Depression. Unemployment doubled, and
housing markets crashed.

e Government Intervention: The crisis required massive, coordinated
government bailouts and interventions (TARP, Quantitative Easing) to
save the largest financial institutions and prevent a total collapse of the
financial system.

The key takeaway is that the Dot-com Bubble was a case of bad valuations,
whereas the Global Financial Crisis was a case of bad plumbing (systemic
financial structure). The latter was far more damaging to the broad economy and
led to a deeper drop in the S&P 500.



Recovery Analysis: Two Different Paths

Metric "I Dot-com Bubble (/[ Global Financial
(2000-2002) Crisis (2007-2009)

Peak Date (S&P 500) March 24, 2000 October 9, 2007
Trough Date October 9, 2002 March 9, 2009
Drop (Peak-to-Trough) $\approx -49\%$ $\approx -57\%$
Recovery Date (Reaching the ||\, ., 7g 2013 March 28, 2013
original peak value)

. 13 years (Approx. 5.5 years (Approx. 66
Time to Recover 156 months) months)

Note: The recovery time is measured from the initial peak to the day the index first
closed above that peak.

1. Dot-com Bubble Recovery: The "Lost Decade”

The recovery from the Dot-com crash was notoriously long and is often referred

toasa

"lost decade" for investors.

Sectoral Concentration: The losses were concentrated in the tech,
media, and telecom (TMT) sectors, particularly in speculative, high-P/E
(Price-to-Earnings) stocks.

Wiping Out "Fantasy Value": Because the bubble was driven purely by
speculation and unproven business models, the market had to wait for
real earnings and revenues to catch up to the previous peak valuations.
Many companies simply vanished, resulting in permanent losses for those
specific stocks.

Double Dip: Crucially, the S&P 500 did not fully recover to its March
2000 high before the 2007-2009 Global Financial Crisis began. Investors
who bought the S&P 500 near the 2000 peak had to wait until 2013 to
break even (without including dividends or inflation).




2. Global Financial Crisis Recovery: Quicker but Sharper

Despite being a far more severe, systemic crisis that required government
bailouts, the market recovery was significantly faster than the Dot-com era.

o Deep but Short Recession: The recession that followed was severe but
shorter than the malaise of the early 2000s.

o Aggressive Policy Response: The speed of the GFC recovery was
primarily due to the unprecedented, swift, and coordinated action by
central banks (like the U.S. Federal Reserve) and global governments
(Quantitative Easing, bailouts, stimulus). This intervention stabilized the
financial system and pumped liquidity into the economy.

e Valuation Reset: The decline was indiscriminate, hitting fundamentally
sound companies along with weak ones. This rapidly reset valuations
for established companies, which then attracted capital once the systemic
risk was contained.

. Key Takeaways on Market Recovery

1. Recovery is not Linear: The market typically recovers quickly from the
bottom (the "trough"), but the time it takes to reach the original peak
varies widely.

2. The Nature of the Crisis Matters Most:

o Financial/Systemic Crises (GFC): Require massive government
intervention to unlock credit and can recover relatively quickly
once confidence is restored.

o Speculative Bubbles (Dot-com): Require time for genuine
earnings to grow into the bubble's former valuations, leading to a
much slower, grinding recovery.

3. The "Lost Decade" is a Risk: Buying at the peak of an extreme
speculative bubble (like the Nasdaq in 2000) can result in very long
recovery times, even for broad indices.

Central banks, particularly the U.S. Federal Reserve (the Fed), are arguably
the single most powerful factor influencing the trajectory of bear markets
and subsequent recoveries. They influence markets primarily through two
channels: Interest Rate Policy and Balance Sheet Operations.



Central Bank Influence on Markets

1. The Decline: Monetary Tightening

The Fed's actions often precipitate a bear market, though typically not
immediately. This is done to combat inflation or cool down an overheated

economy.
Policy Tool ”Mechanism HEffect on Bear Markets (The Decline) |
Valuation Compression: Higher
The Fed increases the rate |[interest rates make bonds more
at which banks lend to attractive relative to stocks. It also
- each other overnight, means that future corporate cash
Raising the o . .
Federal which increases flows are discounted at a higher rate,
Funds Rate borrowing costs across the|reducing the present value (and thus,
entire economy (credit the stock price) of companies,
cards, mortgages, especially high-growth companies
corporate loans). with far-off profits. This is a common
trigger for a bear market.
The Fed shrinks its
bal heet by allowi e a .
alance shee’ by alowing g e duced Liquidity: Less money in
government bonds and
N the system puts upward pressure on
Quantitative |mortgage-backed :
. . " long-term interest rates and bond
Tightening securities to mature ields, tightening financial conditions
(QT) without reinvesting the y 18 5

proceeds, effectively
pulling money (liquidity)
out of the financial system.

and increasing the risk of a market
decline.

2. The Recovery: Monetary Easing

When a bear market turns into a crisis or recession, the Fed steps in to stabilize
the financial system and encourage risk-taking, which fuels the market's
recovery. This is often referred to as the "Fed Put,"” the market's expectation that
the Fed will intervene to prevent a catastrophic collapse.

Policy Tool

Mechanism

Effect on Bear Markets (The

Recovery)
The Fed decreases the Increased Risk Appetite: Low.er
overnicht lendine rate rates make stocks more attractive
Lowering the & & ’ than bonds. They also support

Federal Funds
Rate

making borrowing
cheaper for banks,
businesses, and
consumers.

corporate profits by reducing
interest expenses, encouraging
investment, and stimulating
consumer spending. This is a




Policy Tool Mechanism

Effect on Bear Markets (The
Recovery)

primary driver of stock market
rebounds.

The Fed electronically
creates money and uses it
to purchase massive
amounts of long-term
government bonds and
other assets from financial
institutions.

Quantitative
Easing (QE)

Liquidity Flood: This injects vast
amounts of cash into the banking
system, ensuring credit markets
don't freeze (as in the GFC) and
pushing down long-term interest
rates. This liquidity acts as a massive
tailwind for asset prices, leading to
faster-than-expected market
recoveries.

Case Study: The COVID-19 Crash (Feb-Mar 2020)

The COVID-19 crash provides the clearest, most recent example of decisive
central bank intervention driving a swift recovery.

‘Metric HDetails

Duration (Peak to
Trough)

1 month (Feb 19 - Mar 23, 2020)

Decline (S&P 500) |lx-34%

Recovery Time

peak)

(Back to pre-crash 5 months (By Aug 2020)

Sudden, external Shock Event (Pandemic-induced
Nature of Crisis economic shutdown). Not a result of speculative bubbles
or systemic banking failures.




The Recovery Driver

o The Fed's Response: The speed of the decline was matched by the speed
and scale of the Fed's response.

o The Fed quickly cut the policy rate to near zero (down 150 basis
points).

o Itlaunched an unlimited Quantitative Easing (QE) program and
backstopped the corporate bond market.

e Result: By stabilizing the bond market and injecting trillions of dollars of
liquidity, the Fed reassured investors that the financial system would not
collapse. The market quickly recognized that the crisis was an external
shock with a probable end date (vaccines/recovery), allowing valuations
to recover based on the assumption of future growth fueled by cheap
money.

In summary, central banks are the architect of the economic environment. They
tighten policy to kill inflation (which often triggers the bear market) and loosen
policy to fight recessions (which fuels the recovery).

Historically, the relationship between high inflation and stock market
performance is often negative in the short-to-medium term, primarily because
of two major effects: Valuation Contraction and the risk of Stagflation.

Inflation and the Bear Market

High inflation often acts as a precursor or trigger for a bear market because it
forces the Federal Reserve (and other central banks) to aggressively raise
interest rates, which directly hits stock market valuations.

1. Valuation Contraction (The Discount Rate Effect)

The most direct impact of rising inflation on stocks is through the valuation
model. The theoretical value of a stock is the present value of all its future cash
flows (earnings, dividends) discounted back to today.

o The Mechanism: When inflation rises, the Fed raises interest rates. These
higher rates lead to a higher discount rate used by investors.

o The Effect: A higher discount rate means that distant future earnings are
worth significantly less in today's dollars. This effect disproportionately
hurts stocks with high valuations and far-off profitability (like growth
stocks and technology companies). This mechanism is often called
multiple contraction, where the Price-to-Earnings (P/E) ratio falls
across the board.

Historical Example: During the highly inflationary period of the 1970s, P/E
ratios in the US stock market plummeted to levels between 5 and 10, well below
the long-term average of 15-17. This decline meant stock prices fell, even when
nominal corporate profits were growing.



2. Corporate Profit Squeeze (The Margin Effect)

While companies can often raise their prices to compensate for inflation, they
often can't raise them fast enough or high enough to maintain profit margins.

Higher Input Costs: Inflation means higher costs for labor, raw materials,
energy, and transportation.

Reduced Demand: Higher prices combined with higher interest rates
(making debt more expensive) squeeze consumers' disposable income,
leading to reduced overall demand.

The Result: Corporate profit margins are squeezed from both the cost
(supply) and revenue (demand) sides, contributing to the "E" (Earnings)
component of the P/E ratio shrinking or failing to keep pace with the
higher nominal costs.

The Worst-Case Scenario: Stagflation

The most challenging environment for investors is stagflation, which is the
simultaneous occurrence of three factors:

1. Stagnant Economic Growth (or recession).
2. High Inflation.
3. High Unemployment.

1970s Stagflation (The "Lost Decade” of Real Returns)

The 1970s are the classic example of stagflation, which created a sustained bear
market environment for real (inflation-adjusted) returns.

Economic Conditions: High inflation (due in large part to oil price
shocks) was coupled with low or negative GDP growth.

Market Performance: The S&P 500 Index and bonds produced
negative inflation-adjusted returns for the entire period. Investors who
held fixed-income assets (bonds) were especially hurt, as the purchasing
power of their fixed coupon payments was rapidly eroded.



Sector Performance During Stagflation

In such a challenging environment, not all stocks perform poorly equally.

Performance Sector / Style Rationale
Producers of the raw materials (like
Outperformers Commodities & oil, gas, and metals) that are causing
P Energy the inflation benefit from the higher
prices.
Stocks with low P/E ratios and
established cash flows tend to have
Outperformers | Value Stocks their valuations hurt less than high-
P/E growth stocks.
Companies that provide essential
Defensive Consumer Staples & ||goods (food, basic services) whose
Utilities demand remains stable regardless
of the economic cycle.
Growth/Technology Most Vullnerable to the Valuta\t.lon
Underperformers Stocks contraction caused by the rising

discount rate (as discussed above).

In summary, moderate inflation (around 2-3%) is generally associated with the
best stock market real returns. When inflation gets too high, it sets off the

mechanism for a Fed rate hike cycle, leading to the valuation contraction that
often characterizes a bear market.




