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TRACKING THE EQUITY BEAR MARKET  
 
 
By Robert F. DeLucia, CFA 
Consulting Economist 
 

Summary and Major Conclusions: 

 
▪ Equity bear markets always reflect economic conditions to a greater or lesser extent depending upon 

the cycle. However, the current cycle is unique in several respects. The current bear market was 
triggered by factors internal to the equity market, primarily psychological, rather than by external 
economic factors. 
 

▪ Statistically, the nearly 25% decline in the S&P 500 was a result of shrinking valuations rather than 
falling earnings. Wall Street analyst forecasts for corporate earnings have actually risen since the 
beginning of the year. 
 

▪ My central investment thesis is that the bear market is primarily an unwinding of the excess liquidity 
and valuations that propelled the previous bull market. Excess liquidity was the result of the 
unprecedented amount of money injected into the financial system by the Federal Reserve in 
response to the pandemic. 
 

▪ This assessment of financial market conditions on my part leads to two conclusions: (1) The equity 
market is in an oversold position; and (2) There is considerable potential for capital appreciation over 
the next year for patient long-term investors. 
 

▪ If my assessment of the underlying economy is correct, further stock market declines are unlikely to 
be severe. In other words, the risk/reward ratio appears favorable, meaning that the potential for 
upside gain exceeds the risk of further losses from current levels. 
 

▪ My forecast assumes that the economy will continue to expand throughout 2023, albeit at a 
moderate pace. I believe that a recession is unlikely until 2024 at the earliest. I also expect company 
earnings to be more resilient, posting modest gains for all of 2022. 
 

▪ The inflationary 1970s provide a useful perspective on the current environment. The primary 
message of the 1970s is that economic growth and rising corporate profitability are possible in an 
environment of hyperinflation assuming only a moderate tightening in policy by the Federal Reserve. 
 

▪ Only when the Fed pivoted to a highly aggressive monetary policy in October 1979 did the equity 
market landscape shift. In other words, until monetary policy became truly restrictive, there were no 
impediments to expanding output and profits. 
 

▪ However, once the Fed began to tighten aggressively in late 1979 and early 1980, the equity market 
immediately discounted a recession and a decline in company earnings. 
 

▪ Continued high inflation is the primary risk to the outlook for economic growth. In an environment of 
persistently high inflation, the Fed would be compelled to tighten policy aggressively, thereby greatly 
increasing the odds of recession.  
 

 

 

The magnitude of 

declines in stock prices 

exaggerates the 

underlying weakness in 

the US economy and the 

risks to corporate 

earnings. The Fed will 

continue to raise policy 

rates through yearend 

but is unlikely to  induce 

a recession. The inflation 

rate appears to have 

peaked in June and 

should moderate over 

the next six to nine 

months. If government 

bond yields stabilize at 

the current 3% level, the 

equity market could 

stage a significant rally 

over the next year, 

supported by improving 

economic confidence, 

reasonable valuations, 

and resilient earnings.  
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▪ A rule of thumb is that stock market declines tend to reflect the severity of the declines in economic 
output and company earnings. There has been a high correlation between the percentage declines in 
stock prices and those of corporate earnings. 
 

▪ Stock price declines during severe earnings recessions have approximated 50%, whereas stock 
market losses during mild recessions have typically been within a range of 15% to 25%.   
 

▪ There are four primary signals of a new equity bull market, with a decisive peak in the inflation rate 
being the most important. Broad-based evidence of an interim peak in inflation would be the most 
bullish sign for stock investing.  
 

▪ The equity market would rally on guidance from the Federal Reserve that policy tightness had 
reached its maximum and that some relaxation in policy could be expected. In addition, a sustained 
equity market rally seems unlikely in the absence of a sustained plateau (or decline) in long-term 
interest rates.  
 

▪ The equity market is fearful of a steep decline in company earnings resulting from intense pressure 
on profit margins. Reassuring management guidance in second quarter earnings reports released in 
coming weeks could be the all-clear sign for a sharp rally in stock prices. 
 

▪ Based upon historical trends, the prospects for equity investing appear favorable over the next year. 
In virtually all cases, stock prices rallied strongly in the aftermath of a major equity market decline.  
 

▪ I examined ten cyclical bear markets dating back to 1965, with cumulative declines ranging from 20% 
to 57%. In all ten instances, stock prices were higher by more than 23% one year later. The median 
12-month rally was 38%, while the average was 45%.  
 

▪ By way of summary, the magnitude of the declines in stock prices exaggerates the underlying 
weakness in the US economy and risks to corporate earnings. Stocks could stage a significant rally 
over the next year, supported by reasonable valuations and resilient earnings.  

 

 

 
Following a cumulative decline of nearly 25%, the US equity market remains in an extended 
bottoming process of unknown duration. Investors lack conviction in the outlook and have 
adopted the worst-case scenario. This week’s Economic Perspective explores the critical 
variables in the outlook for equity investing.  

 

HOW CAN INVESTORS BEST UNDERTAND THE CURRENT EQUITY BEAR MARKET? 

 

Equity bear markets always reflect macroeconomic developments to a greater or lesser 
extent depending upon the cycle. However, the current cycle is unique in several respects. 
In my judgment, the current bear market was triggered by factors internal to the equity 
market rather than by external economic factors. Of course, the latter has played a role — 
most notably, the surge in inflation, the aggressive response by the Federal Reserve, and 
profit margin pressures. But the normal investor concerns regarding the underlying health 
of the US economy are not as relevant to this bear market. 
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WHAT DO YOU MEAN BY THE TERM “FACTORS INTERNAL TO THE MARKET?” 
 

As opposed to fears pertaining to fundamental factors such as corporate earnings and 
unemployment, the slump in equity prices was triggered by excesses and imbalances within 
financial markets that steadily built during the bull market of the previous two years. 
Statistically, the cumulative 25% decline in the S&P 500 was a result of shrinking valuations 
rather than falling earnings. Wall Street analyst forecasts for corporate earnings have 
actually risen since the beginning of the year (see chart 1).  
 

My central investment thesis is that the bear market is primarily an unwinding of the excess 
liquidity that propelled the previous bull market. Excess liquidity was the result of the 
unprecedented amount of money injected into the financial system by the Federal Reserve 
and various fiscal spending programs in response to the pandemic (see chart 2).  

  

WHY IS IT IMPORTANT TO DIFFERENTIATE BETWEEN THE TWO? 
 

From my perspective, the steep decline in stock prices exaggerates the perceived 
vulnerability of the US economy and financial system, both of which are currently in 
excellent health. This assessment on my part leads to two conclusions: (1) The equity 
market is in an oversold position; and (2) There is considerable potential for capital 
appreciation over the next year for patient long-term investors.  

Chart 2: Federal Reserve Injected Massive  
Liquidity to Counter the Pandemic 
The M2 Money Supply, Percent Annual Growth Rate 
Source: The Federal Reserve 
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Chart 1: Shrinking Equity Valuations Account for All of Stock Price Declines 
Price-to-Earnings (P/E) Ratio, S&P 500 Index 
P/E Ratio Based on 12-Month Forward Earnings Estimates 
Source: Bloomberg 
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DO YOU BELIEVE THAT THE EQUITY MARKET IS NEAR A BOTTOM? 
 

Definitive conclusions regarding short-term market timing are not possible. Instead, 
investors would be best served by focusing on the estimated trade-off between risk and 
reward. If my assessment of the underlying economy is correct, further stock market 
declines are unlikely to be severe. In other words, the risk/reward ratio appears favorable, 
meaning that the potential for upside gain exceeds the risk of further losses from current 
levels. Equity valuations have shifted from gross overvaluation during late 2021 to 
undervaluation in June (see chart 3). 

 

WHAT ECONOMIC SCENARIO IS THE EQUITY MARKET DISCOUNTING? 
 

The current level of stock prices is consistent with a mild recession accompanied by a 
greater than 10% decline in company earnings. Both the equity and bond markets are 
discounting further increases in policy rates over the next six months along with a flattening 
yield curve. The bond market is discounting a moderate decline in inflation in response to a 
downturn in output and spending and a rise in the unemployment rate. 

 

HOW DOES YOUR FORECAST DIFFER FROM THAT OF THE CONSENSUS? 
 
My forecast assumes that the economy will continue to expand throughout 2023, albeit at a 
moderate pace. I believe that a recession is unlikely until 2024 at the earliest. I also expect 
company earnings to be more resilient, posting modest gains for all of 2022. At the same 
time, I agree that the Fed will continue to raise policy rates, most likely ending the year in 
the vicinity of 3%, which would result in a further flattening of the yield curve.  

 
HOW CAN INVESTORS APPLY THE LESSONS OF THE 1970S TO THE CURRENT 
ENVIRONMENT? 

 
The primary message of the 1970s is that economic growth and rising corporate profitability 
are possible in an environment of hyperinflation assuming only a moderate tightening in 
policy by the Federal Reserve. The events of this period underscore the slogan “don’t fight 
the Fed.” Both real GDP and company earnings expanded at a solid pace during the 1970s 
because monetary policy remained accommodative (see chart 4).  

 
Only when the Fed pivoted to a highly aggressive monetary policy in October 1979 did the 
equity market landscape shift. In other words, until monetary policy became truly 
restrictive, there were no impediments to expanding output and profits. However, once the 
Fed began to tighten aggressively in late 1979 and early 1980, the equity market 
immediately discounted a recession and a decline in company earnings. 
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UNDER WHAT CIRCUMSTANCES WOULD YOU MODIFY YOUR VIEW REGARDING A 
US RECESSION? 

 

Although I have strong conviction that a recession is unlikely within the next 18 months, I 
recognize that economic forecasting is an imprecise exercise. There are always risks to the 
outlook under even the best circumstances. The following factors could prompt me to alter 
my forecast for sustained economic growth and shift into the recession camp: 

 
▪ Inflation is the key variable. Continued high inflation is the primary risk to the 

outlook for economic growth. The Federal Reserve will likely soften its aggressive 
posture once the data suggest that inflation is in a moderating trend. However, in an 
environment of persistently high inflation, the Fed would be compelled to tighten 
policy aggressively, thereby greatly increasing the odds of recession.  
 

▪ A spike in energy prices could also greatly increase the odds of recession by 
triggering cutbacks in consumer and business spending.    
 

▪ An unexpected spike in long-term interest rates would also undermine the short-
term growth potential of the economy by raising consumer and business borrowing 
rates.  
 

▪ Retrenchment by the business sector — resulting from a collapse in executive 
confidence — would remove a critical source of economic growth as firms reduced 
plans for hiring and capital spending. 

Chart 3: US Equity Market Shifts from Overvaluation to Undervaluation 
The Tight Correlation Between Stock Prices and Earnings 
     S&P 500 Stock Index ————— 
     Earnings Per Share ————— 
Source: S&P Global, FactSet 
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Chart 4: The US Economy Expanded Rapidly Despite Hyperinflation 
US GDP 1975-1979 Adjusted for Inflation 
Year-over-Year % Growth Rate 
Source: Bureau of Economic Analysis 
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▪ Company guidance: Warnings from a broad range of companies regarding pervasive 
weakness in customer demand would be an important signal of a sharp slowdown in 
economic growth. 

 

WHAT ARE THE CLASSIC SIGNALS OF A NEW BULL MARKET? 
 

My current assumption is that the equity market will remain in a bottoming process until 
there are signs that the economic and policy landscape is shifting. The four most important 
signals of a new equity bull market are as follows: 
 
1. A decisive peak in the inflation rate. Broad-based evidence of an interim peak in 

inflation would be the most bullish sign for stock investing.  
 

2. Signs of a pivot in Fed policy. The equity market would rally on guidance from the 
Federal Reserve that policy tightness had reached its maximum level and that some 
relaxation in policy could be expected.  
 

3. Stabilization of bond yields. A sustained equity market rally seems unlikely in the 
absence of a sustained plateau (or decline) in long-term interest rates.  
 

4. Broad evidence that corporate profits are resilient. The equity market is fearful of a 
steep decline in company earnings resulting from intense pressure on profit margins. 
Reassuring guidance by CEOs and CFOs in second quarter earnings reports released in 
coming weeks could be the all-clear sign for a sharp rally in stock prices. 

 

WHAT DOES HISTORY SHOW REGARDING POST-BEAR MARKET RALLIES? 
 
In virtually all cases, stock prices have rallied strongly in the aftermath of a major equity 
market decline. I examined ten cyclical bear markets dating back to 1965, with cumulative 
declines ranging from 20% to 55%. In all cases, stock prices were higher by more than 23% 
one year later. The median 12-month rally was 38%, while the average was 45% (see table).  

 

Based upon historical trends, the prospects for equity investing appear favorable over the 
next year. However, there is one caveat for investors: There remains considerable 
uncertainty over the ultimate bear market bottom. The obvious implication is that the 
historical median 12-month return of 38% from current stock market levels could be 
reduced depending upon the extent of further stock price declines, which is unknown.    

 

HOW CAN INVESTORS GAUGE THE ULTIMATE DOWNSIDE IN STOCK PRICES? 
 
A rule of thumb is that stock market declines tend to reflect the severity of the declines in 
economic output and company earnings. There has been a high correlation between the 
percentage declines in stock prices and those of corporate earnings. Based on all recessions 
dating back to 1960, the average stock market decline has been 33%.  
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However, there is a wide range surrounding this average pertaining to declines in GDP and 
company earnings. To wit, stock price declines during severe earnings recessions have 
approximated 50%, whereas stock market losses during mild recessions have typically been 
within a range of 15% to 25%.   

 

COULD YOU SUMMARIZE YOUR THOUGHTS REGARDING THE EQUITY BEAR 
MARKET? 

 

The magnitude of declines in stock prices exaggerates the underlying weakness in the US 
economy and risks to corporate earnings. The Federal Reserve will continue to raise policy 
rates through yearend but is unlikely to induce a recession. The inflation rate appears to 
have peaked in June and should moderate over the next six to nine months. Government 
bond yields should stabilize around 3% in the medium term, thereby neutralizing a 
formidable obstacle to the equity market. Equity valuations have made a meaningful 
adjustment: The price-to-earnings (P/E) ratio for the S&P 500 has declined from a peak of 
21.5 to 16.5. Stocks could stage a significant rally over the next year, supported by 
reasonable valuations and resilient earnings.  
 

 

 
 

Table: The US Equity Market Has Performed Well  
In the Immediate Aftermath of Bear Markets 
The S&P 500 Index 
Source: Bloomberg 
 

 

 

Date of Equity
Market Bottom

Previous Bear
Market Decline

Subsequent 12-Month
Equity Market Recovery

October 7, 1965 22% 33%

May 26, 1970 36% 58%

October 3, 1975 48% 38%

August 12, 1982 27% 58%

December 4, 1987 33% 23%

August 11, 1990 20% 29%

October 10, 1998 22% 38%

October 9, 2002 49% 35%

March 9, 2009 57% 68%

March 23, 2020 34% 76%

THE HISTORY OF EQUITY BEAR MARKET REBOUNDS 
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This material is intended to provide information only. This material is not intended as advice or recommendation about investing or managing your retirement 
savings. By sharing this information, Empower is not acting as your fiduciary as defined by the Department of Labor or otherwise. If you need 
investment advice, please consult with a qualified professional. 
 
The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as 
recommendations of particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made regarding the 
suitability of any securities, financial instruments or strategies for particular clients or prospects. For any securities or financial instruments mentioned herein, 
the recipient(s) of this report must make its own independent decisions. 
 
Certain information contained herein may constitute “forward-looking statements,” (including observations about markets and industry and regulatory trends 
as of the original date of this document). Due to various risks and uncertainties, actual events or results may differ materially from those reflected or 
contemplated in such forward-looking statements. As a result, you should not rely on such forward-looking statements in making any decisions. No 
representation or warranty is made as to future performance or such forward-looking statements. 
 
The financial indices referenced herein are provided for informational purposes only. You cannot invest directly in an index. The statistical data regarding 
such indices has been obtained from sources believed to be reliable but has not been independently verified. 

Bloomberg US Aggregate Bond Index: is a broad base, market capitalization-weighted bond market index representing intermediate term investment 
grade bonds traded in the United States. Investors frequently use the index as a stand-in for measuring the performance of the US bond market. 

Dow Jones Industrial Average: is a stock market index that measures the stock performance of 30 large companies listed on stock exchanges in the 

United States. 
 
MSCI World Excluding US Equity Index: is a stock market index comprising of non-U.S. stocks from 23 developed markets and 26 emerging markets. 

The index is calculated with a methodology that focuses on liquidity, investability, and replicability.  
 
NASDAQ: is an American stock exchange at One Liberty Plaza in New York City. It is ranked second on the list of stock exchanges by market capitalization 
of shares traded, behind the New York Stock. 
 
Russell 2000 Index: is a small-cap stock market index of the smallest 2,000 stocks in the Russell 3000 Index. It was started by the Frank Russell Company 
in 1984. The index is maintained by FTSE Russell, a subsidiary of the London Stock Exchange Group. 
 
Russell 3000 Growth Index: is a market capitalization-weighted index based on the Russell 3000 index. The Russell 3000 Growth Index includes 
companies that display signs of above-average growth. The index is used to provide a gauge of the performance of growth stocks in the United States. 
 
Russell 3000 Value Index: is a market-capitalization weighted equity index maintained by the Russell Investment Group and based on the Russell 3000 
Index, which measures how U.S. stocks in the equity value segment perform by including only value stocks. 
 
S&P 500® Index: Measures the performance of 500 widely held stocks in US equity market. Standard and Poor's chooses member companies for the index 
based on market size, liquidity and industry group representation. Included are the stocks of industrial, financial, utility, and transportation companies. Since 
mid-1989, this composition has been more flexible and the number of issues in each sector has varied. It is market capitalization-weighted. 
 
These materials are not intended as an offer or solicitation with respect to the purchase or sale of any security or other financial 
instrument or any investment management services and should not be used as the basis for any investment decision. Past performance is 
not a guarantee or reliable indicator of future results. 

The information provided is not intended to provide investment advice and should not be construed as an investment recommendation by Empower or any 
associated entities. 

 
Empower refers to the products and services offered by Great-West Life & Annuity Insurance Company (GWLA) and its subsidiaries, including Empower 
Retirement, LLC.  
 

“EMPOWER” and all associated logos and product names are trademarks of GWLA.   
©2022 Empower Retirement, LLC. All rights reserved. RO2304071-0722 
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