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In the nomenclature of Wall Street, a “bear market” is one in which stocks move downwards at least 20% in price (note the word used is price, not value).  The last great bear market in the United States was between 2000-2002 (a 49% drop in prices), which was the second most severe in history, (only the Great Depression was worse).

Your reaction to such a bear market is a crucial factor in your investment success.  You must appreciate that such markets occur on a regular basis every so many years.  Yet, overall market performance is a steady upward trend.  Look at this chart of the S&P 500 index of large American companies for the last 55 years:


Do you see the terrible bear market of 1970-74?  How about 2000-2003?  There were 12 periods of time that the markets dropped at least 20-30% since WW2 (on the chart). Each time almost a third of the value in the stock market evaporated, and things must have looked pretty bad.  Hard to see them all in retrospect isn’t it?  One thousand dollars invested on Jan 1, 1945 in this index left alone is worth over 1 million dollars now (a thousand fold increase)!

Knowing this important history enables the prudent investor to both expect and possibly profit from bear markets.  “Getting out” is panicking, and is hard to recover from.  The panicked investor gets out after a large loss and doesn’t enter back into markets until prices have significantly appreciated.  The “risk” of stocks decreases as they drop in price, and vice versa.
The prudent investor appreciates that bear markets must be tolerated with patience.  In addition, these down markets often create great values, as many stocks and entire sectors of investments are “thrown down the well” by people rushing to get out at any price.  Here is where the investor that knows the difference between value and price may set up their portfolios for the rise in stocks to come.

In each bear market, there are pundits who claim that “this time it is different.”  There are always those who fear a total collapse of the economy with no chance of recovery.  However, in every single case of bear markets over the last century, markets came back and went on to produce their long term (almost double-digit average) positive returns.
Certainly, it is painful to see one’s portfolio drop in price (again, price-not value).  But, long term patience and re-allocation has always paid off when contrasted with “getting out.”  And those who can add more money to their portfolios in bad markets do the very best.  They are accumulating stocks when no one else wants them, and at bargain prices.
There will be a bear market in our short to intermediate future. We had a 10% “correction” in the Summer of 2007, which brought the usual wailings of doom by market commentators in the press. In fact, we have had an amazingly stable market for four years now, and bear markets occur about every five years on the average.  Knowing that it is coming, and understanding that it provides opportunity for those that are patient and prepared is vital to investment success.

