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The Next Bear Market 
 
It has been twelve years since we experienced the last bear market in equities, now referred to as the financial 
crisis of 2008.  Twelve years is an unusually long time between bear markets historically.  A bear market is 
defined as a loss in a stock market index of at least 20%.  In some cases, bear markets have experienced 
declines in excess of 80% before recovering. 
 
Overvaluation 
A good reason to be on the lookout now for the next bear market is not only because it’s been so long since 
the last bear market, but more importantly because of the degree of overvaluation in today’s market using 
certain measures of valuation.  One such measure of a stock market’s valuation is to compare the market’s 
price-to-sales ratio currently with historical norms (see Figure 1).  The price-to-sales ratio is closely related to 
the market capitalization-to-GDP ratio, or the total value of a country’s stock market divided by the size of its 
country’s economy.  This is often referred to as Warren Buffett’s favorite valuation measure.  Another 
validation supporting use of the price-to-sales ratio is the close relationship between the market’s price-to-
sales ratio and its subsequent 10-year cumulative return.  Historically, the lower the price-to-sales ratio, the 
higher the stock market’s subsequent performance had been, and conversely, the higher the price-to-sales 
ratio, the lower the subsequent stock market performance had been (see Figure 2). 
 
All else being equal, a company becomes more valuable as it grows in size.  The same is true for the stock 
market as a whole.  However, when investors are fearful, stock prices tend to grow more slowly than corporate 
sales or economic growth.  When investors are exuberant, stock prices tend to grow more quickly than 
corporate sales or economic growth.  Prolonged periods of investor fear or exuberance are reflected in 
extremes in the price-to-sales ratio.  Historically low price-to-sales ratios have coincided with market bottoms 
while high price-to-sales ratios have coincided with market tops.  Presently, the price-to-sales ratio has 
reached an all-time record high since such data has been collected (1964).  The current price-to-sales ratio 
is now higher than its peak before the financial crisis of 2008 and also its peak prior to the bursting of the tech 
stock bubble in early 2000. 
 
History teaches that periods of exuberance can be self-reinforcing, and consequently overvalued markets can 
become yet more overvalued for an extended period before correcting.  In fact, some of the sharpest gains in 
stock prices occurred during the final stages of a bull market, just prior to the onset of the next bear 
market.  For this reason, we believe that a balanced approach to investing in overvalued markets during a 
period of rising prices is to allocate a portion of a portfolio into equities but at a reduced level complemented 
by other positions such as Treasuries, TIPS (Treasury Inflation Protected Securities), gold and short-term 
fixed income / cash equivalents that potentially serve to hedge against a stock market decline.   
 
The key objective is to participate somewhat in any remaining upside while recognizing that the market’s 
eventual turn can be abrupt and not so easy to predict precisely, suggesting a need to have defensive hedges 
in place beforehand.  In the short term, being defensive can lead to sacrificing investment return while the 
overvalued market is rising, but with the aim of avoiding the full brunt of a bear market decline.  For example, 
if an investment suffers a 40% decline, that investment would need to climb 67% just to return to break-even.   
 
This year marks the 300th anniversary of one of history’s most spectacular stock market bubbles and bursts, 
the South Sea Bubble of 1720.  The Dutch stock market rallied sharply as companies sent ships to sail to the 
New World, promising great riches with new discoveries.  The famous physicist Sir Isaac Newton was an 
investor in the Dutch stock market.  After making a tidy profit, he reasoned that the market was overvalued 
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and took his profits.  However, the market continued to rally, and his less distinguished friends remained 
invested and teased him relentlessly about how much more money they were making.  Finally, the pain of 
missing out became so great that Sir Isaac reinvested all his wealth at what proved to be the peak.  He lost 
his entire fortune and was said to have made the following statement, “I can measure the movements of the 
stars and the heavens but not the madness of the crowds.” 
 
Warning Signs 
We have compiled a set of potential early warning signs that could trigger the next bear market: 
 
Given the near record level of corporate debt in relation to GDP and corporate cash flow, a sharp rise in the 
spread between corporate bond yields and Treasuries could lead to growing difficulties for companies 
attempting to refinance their debt.  An unwind of corporate debt could be self-reinforcing, similar in manner to 
how housing and mortgage debt problems cascaded and triggered the financial crisis of 2008.   
 
Since 1964, the average profit margin (corporate earnings divided by sales) of the U.S. stock market has been 
approximately 7%.  Currently, the profit margin is nearly 11%.  Historically, profit margins either below or 
above the mean level have tended to gravitate toward the mean over time.  A number of economic and market 
forces assist in this reversion to the mean, including changes in tax policy, regulation, competition, economic 
growth and other factors.  A decline in the U.S. stock market’s margin to the mean would translate into a 
roughly 35% drop in earnings, severely pressuring market valuation. 
 
Changes in the yield curve (the difference between 10-year and 2-year interest rates) after a time lag have 
tended to impact economic growth and market valuation over time.  Every recession over the last several 
decades has been preceded by an inverted yield curve (when 2-year rates are above 10-year rates).  Flat or 
inverted yield curves can restrain a country’s banking system and incentive to lend and support its economy.  
Banks typically raise funds through short-term borrowing and customer deposits, and they lend funds to 
corporations and consumers via longer-term loans.  Bank’s profits and therefore incentives to lend are helped 
when the yield curve is steep and hurt when the yield curve is flat or inverted (i.e. a higher profit or net interest 
margin when long-term rates are higher than short-term rates).  In Europe and Japan for example, yield curves 
have been flat for an extended period, and their respective banking systems have struggled, contributing to 
slow economic growth rates in their countries.  During 2019, the U.S. yield curve inverted briefly but then 
steepened following additional Fed stimulus.  Market consensus does not expect a recession in the near 
future.  History shows that recessions often appear unannounced and are not typically recognized until a few 
months after they have begun.  Current market valuations do not price in a recession. 
 
An unexpected sharp rise in inflation could alter conventional wisdom that the Fed (Federal Reserve Board) 
and other central banks will always be available to ride to the rescue whenever economic growth slows or the 
markets correct.  By comparing Treasury yields with TIPS yields, investors are anticipating low inflation rates 
to continue for the next thirty years.  Low expected inflation enables the Fed and other central banks to justify 
extraordinarily low interest rates to support markets and the economy, helping to fuel overvalued markets.  An 
unexpected and sustained rise in inflation would most likely restrain central banks from adding more stimulus, 
removing a major prop to the bullish thesis.  During the mid-1940s, inflationary expectations were similarly 
low, with the same lack of inflationary pressures over much of the preceding two decades.  Yet from March 
1946 to August 1946, the U.S. rate of inflation climbed unexpectedly from under 2% to over 9% in concert 
with the onset of a bear market.  More concerned with avoiding deflation, the Fed has been determined to 
drive inflation higher, in a mirror image to the early 1980s when the Fed was determined to reverse double-
digit inflation at that time.  Like the Fed of the early 1980s, it may succeed. 
 
A damaging cyber or terrorist attack or pandemic might not only create a sense of panic and uncertainty but 
could also cause an economic decline, a condition not priced into an overvalued market.   
 
The Case for Gold 
The degree of market intervention by governments and central banks in recent times is unprecedented.  The 
original purpose of central banks was to be the “lender of last resort” in the event of a market panic and/or 
economic freefall.  During the early 2000s, the Fed lowered interest rates sharply fearing that the recession 
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in the early 2000s would turn into a Japanese-style deflation.  Rates were held lower for longer, potentially 
fueling the housing and credit bubble whose bursting led to the Financial Crisis of 2008.  Rates were then 
lowered to virtually zero, and the Fed’s balance sheet was expanded dramatically through quantitative easing 
(“money printing”).  Twelve years later, the balance sheet remains at record-high levels.  More recently, 
markets have become conditioned to expect central bank stimulus whenever there is a whiff of economic 
slowdown or market correction, a potential moral hazard.  While the major currencies have remained quite 
stable during this period relative to one another, they have all declined sharply in value relative to gold, a store 
of wealth whose supply can’t be expanded at the whim of a central banker.  While the U.S. stock market with 
dividends reinvested has appreciated strongly in U.S. Dollar terms over the last twenty years, it failed to keep 
pace with the price of gold over the same time frame (Figure 3). 

Despite high and rising debt/GDP levels, governments are facing pressure to spend more on entitlements to 
address inequality and aging populations, to spend more on defense as the world becomes a more dangerous 
place and to spend more to rebuild vital infrastructure and address climate change.  Because economic growth 
is not keeping pace with rising debt levels, we believe central banks will be forced to monetize debt by printing 
yet more money, further depressing the value of fiat currencies like the U.S. Dollar relative to gold.  The 
relationship between the change in real (inflation-adjusted) interest rates and the change in the price of gold 
is strong (Figure 4).  As debt expands and is paid for with printed money, falling real rates can fuel rising gold 
prices.  Consequently, we believe that gold may prove to be an excellent hedge against future stock market 
weakness. 

Investment Positioning 
Our strategies are allocated defensively at this time.  Equity allocations are somewhat above their minimum 
levels within their respective strategy ranges, and allocations have been made to Treasuries, TIPS, gold and 
short-term fixed income to serve as potential hedges against a stock market decline.  Employing our model 
and research methods, we are continuously analyzing a number of valuation, economic and behavioral factors 
on behalf of clients, giving special attention to the warning signs highlighted above.  It is our aim that vigilance 
will be rewarded when the next bear market arrives. 

Figure 1:  U.S. Equity Prices vs. Sales 

 

Source: Bloomberg.  All available data shown from 12/31/1964 - 12/31/2009. 

S&P 500 (price per share) S&P 500 (sales per share) 
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Figure 2:  Expectations for Future Equity Returns 

 

Source: Bloomberg.  Data shown trailing 20 years through 12/31/2019.

Figure 3:  Over the last 20 Years, Gold has outperformed S&P 500 Total Return 

Source: Bloomberg, World Gold Council, Yale Dept. of Economics. Data shown trailing 20 
years through 12/31/2019.

0
100
200
300
400
500
600
700

Dec-9
9

Jun-00

Dec-0
0

Jun-01

Dec-0
1

Jun-02

Dec-0
2

Jun-03

Dec-0
3

Jun-04

Dec-0
4

Jun-05

Dec-0
5

Jun-06

Dec-0
6

Jun-07

Dec-0
7

Jun-08

Dec-0
8

Jun-09

Dec-0
9

Jun-10

Dec-1
0

Jun-11

Dec-1
1

Jun-12

Dec-1
2

Jun-13

Dec-1
3

Jun-14

Dec-1
4

Jun-15

Dec-1
5

Jun-16

Dec-1
6

Jun-17

Dec-1
7

Jun-18

Dec-1
8

Jun-19

Dec-1
9

S&P 500 Total Return Index vs. Gold
Growth of $100

(Trailing 20 years ending 12/31/2019)

Gold S&P 500 Total Return



Page 5 of 5 

Figure 4:  Gold and Real Rates 

Source: Bloomberg.  Data shown trailing 20 years through 12/31/2019.

DISCLOSURES: This Commentary is provided to current and prospective clients of 3EDGE Asset Management (“3EDGE”) 
for informational purposes only. The opinions expressed above are those of Steve Cucchiaro of 3EDGE and are subject to 
change without notice in reaction to shifting market conditions. 3EDGE's opinions are not intended to provide personal 
investment advice and do not consider the investment objectives and financial resources of the reader. Information provided 
in this Commentary includes information from sources 3EDGE believes to be reliable, but the accuracy of such information 
cannot be guaranteed. Investments including common stocks, fixed income, commodities, and ETFs involve the risk of loss 
that investors should be prepared to bear. Past performance may not be indicative of future results. 
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