
 

About Lou Pastina 
Lou Pastina is a 1979 graduate of the College and spent 31 years at the New York Stock 
Exchange, seven as Executive Vice President of Operations which included the NYSE’s vaunted 
trading floor and its hybrid technology. Lou spent seven years on the Board of Directors at the 
Depository Corporation and two years on the Board of the National Stock Exchange. He has 
advised nascent Exchange operators since retiring in 2014 such as the Investors Exchange (IEX); 
The Long-Term Stock Exchange (LTSE); and the newly announced Green Impact Exchange (GIX). 
 
From Lou: 
I thought I understood markets fairly well until I met Professor McCabe. I am a graduate of St. 
Francis College, graduating in 1979 with a degree in accounting, passing the CPA exam in 1986. 
I remember fondly my accounting professors, Dr. Savage and Professor Yellen. But one of my 
greatest regrets was not following Brother George Larkin’s suggestion to take a class with 
Professor John J. McCabe in Finance. 
 
In Professor McCabe’s latest essay highlighting what’s going on in the market, Bull Markets 
Surround Bear Markets, I realized once again how much I missed by not taking Professor 
McCabe’s class. Simply put, his latest essay is a Master Class on how markets work, how to 
accumulate wealth through the market, and how to navigate the tricky waters of a Bear Market 
in inflationary times. I thought I knew a lot about markets, the enclosed essay by Professor 
McCabe firmly establishes what a terrific teacher he truly is. He takes todays markets apart bit 
by bit and holds them up to the reflection of history and shows us how resilient America is, how 
important Capitalism is to our society and why it pays to have patience when it comes to the 
market. Although a self-proclaimed realist, one can see quickly that Professor McCabe is an 
optimist when it comes to America, and by reading his essay you will find simple insights that 
make a big difference in investing. In addition, you will be proud to have been associated with 
St. Francis College. Professor McCabe is truly a shining asset for St. Francis, and even in 
retirement continues to contribute his insights by writing these essays illuminating what’s really 
going on. 
 
You don’t have to be Warren Buffett to understand what Professor McCabe is illustrating. He 
uses everyday language surrounding historical charts to bring into light concepts that were 
once only the purview of the rich and powerful. For decades he taught these concepts to his 
students in Brooklyn, and now he shares them once again through his essays. In my opinion, 
the attached essay is his best. I hope you enjoy it too. 
 
In the weeks ahead, we will be announcing the next McCabe Lecture Series date, open to all 
students, alums, and friends of Saint Francis College. We look forward to seeing you at our new 
home on Livingston Street! 
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Bull Markets Surround Bear Markets 
 
By Professor John J. McCabe '65 
 
"The intelligent investor is a realist who sells to optimists and buys from pessimists." 
Benjamin Graham, Author, The Intelligent Investor 
 
There is no debating inflation is one of the most grueling and regressive "taxes" that can 
penetrate a consumer dominated society. Sadly, after being sequestered for forty years, the 
inflation dragon once again has resurfaced with alacrity and vengeance. Amongst other pitfalls, 
this menace destroys savings, crushes purchasing power, attacks family budgets, fosters 
unemployment and immobilizes the nation's wealth creation and capital formation apparatus. 
Lower income Americans and those living on a fixed income are particularly shortchanged. 
Moreover, if the imposed monetary and fiscal policy solutions for attacking this menace are 
ineffective, the nation could collapse into a deep and prolonged recession. 
 
It remains to be seen whether or not the nonprofit, nonpartisan National Bureau of Economic 
Research [NBER] confirms that our economy has entered into recession terrain. It is clear 
however, that with the Consumer Price Index coming in at 8.3% for August, the Federal Reserve 
Board's Open Market Committee has its work cut out for it. With household, corporate and 
bank balance sheets in fairly strong condition combined with a puny 3.5% unemployment rate 
suggests that the Committee's demand reduction rate hikes have a way to go. 
 
Of the thirteen United States post World War II recessions, the 2020 Covid-19 instigated 
pullback was atypical of all the others. Not only was it the shortest and steepest on record 
lasting just two months, it was also abruptly government initiated at a time when the economy 
was solidly entrenched in a profit enriching expansion phase. NBER has concluded that second 
quarter 2020 Gross Domestic Product (GDP) plummeted a monstrous 31.2%. The massive fiscal 
and monetary responses to reinforce economic momentum and liquify the financial markets 
however, laid many of the seeds for the current unnerving inflationary quagmire. 
 
In an unprecedented effort to stimulate consumption and quickly put cash into the pockets of 
thousands of locked-down and out-of-work citizens, government checks were swiftly mailed to 
hundreds of thousands of individuals and needy families. Legions of small business owners via 
the Payroll Protection Program also received government aid to enhance working capital and 
keep their establishments afloat. Monies were also made available to numerous other entities 
and municipalities. 
 
The consumption motored US economy immediately responded to the brawny funding 
allocations. Third quarter 2020 GDP snapped back a whopping 33.8% and swiftly completed a V 
formation economic cycle in less than two calendar quarters. To date, over $3.7 trillion in 
government outlays have been directed toward defeating Covid-19's economic bombardments. 
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This mammoth sum exceeds Europe's largest economy, Germany's entire GDP. 
 
Fed Weighs In 
 
With the clear vision of hindsight, the Federal Reserve Board was also planting the seeds of 
inflation by flooding the system with liquidity. From March 2020 through last month, the Fed 
exhausted over $3.3 trillion to smooth market functioning. It did so essentially by invoking 
numerous emergency powers and by purchasing mortgage backed securities and other financial 
assets to inject funds into the capital markets. Unfortunately, the Fed mistakenly deduced that 
the bump up in inflation was transitory and not long lasting. As an after effect, it delayed in 
taking the proverbial "punch bowl" off the table. 
 
The obvious question lingers. Will the Fed be able to engineer a soft landing to decapitate the 
inflation dragon or is a wealth confiscating crash landing inevitable? Going into the short lived 
2020 downturn, the economy was well on the way to completing eleven flourishing years of 
advancement. Much of the uplifting prosperity was a result of the easy money policy initiated 
by the Fed back in 2008 to counter the eighteen month long Great Recession that ended in June 
of 2009. 
 
Those fortunate Americans who had their money working for them throughout this extended 
period enjoyed a leap in living standards. The Dow Jones Industrial Average for example, 
catapulted from a low of 6,547 in March of 2009 to a high of 30,606 in February of 2020. By the 
same token, the inflation adjusted after-tax cost of debt capital was so appealing, fixed asset 
investment remained on an upward plateau benefiting productivity, employment and 
corporate cash flow. 
 
History verifies it takes longer to crawl out of the inflation ditch than to slip into it. At least a 
year and occasionally much more time is needed for the country to successfully migrate back to 
price stability. The Fed's ammunition for combating inflation focuses on curtailing durable 
goods demand, lowering investor confidence, pressuring profit margins and rising residential 
mortgage rates. A strong US dollar also aids in the inflation battle as export demand slows and 
import prices drop. 
 
While the Fed holds the firepower to confront demand inflation, it does not have the 
wherewithal to wrestle the resource eroding supply inflation currently permeating the 
economy. The global supply chain is clearly struggling. A bevy of product shortages abound, 
including semi conductor chips and automobile component parts. On top of this, a costly 
shooting war is underway in Ukraine. The bold sanctions imposed on its Russian invader has 
resulted in higher crude oil, natural gas and refined product prices including gasoline and diesel 
fuel. Jumping fertilizer prices coupled with the curtailments in Ukraine's annual hefty plantings 
of wheat, corn and barley will only add to rising food costs in the coming months. 
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Debt and Equity Getting Pounced Upon 
 
First year corporate finance students learn quickly that price earnings ratios are confidence 
indicators. All other things being equal and assuming rising earnings per share, the higher the 
P/E ratio, the higher the confidence level that earnings per share growth expectations will be 
achieved. The students also recognize that the higher the P/E ratio, the greater the downside 
risk in the market price of the common stock if profit assumptions fail to be met. These learners 
are also cognizant that climbing interest rates hampers profit growth and reduces confidence 
that earnings per share forecasts will be realized. 
 
The Fed's demand reduction pills have already lowered confidence and rattled the equity and 
fixed income markets. A bear market develops when stocks have fallen 20% or more from the 
previous peak. A stock market correction is in motion when equity prices sink less than 20% but 
more than 10%. The tech heavy Nasdaq Index which compounded at a vigorous 14% for the ten 
years ending last year, is now in bear market territory having fallen as much as 34%. The 
Standard and Poor's 500 by falling 22% has also slipped into bear market territory The Down 
Jones Industrial Average has just recently dipped into bear market territory. 
 
First year corporate finance students also quickly ascertain that corporate bonds are long term 
promissory notes whereby the bond issuing corporation promises to pay a fixed annual interest 
rate and return the principal value of the bond back to the owner at the end of the life of the 
debt security. Corporate bonds customarily run for twenty years and have a maturity value of 
$1,000. Unlike equity investors searching for capital gains, bond buyers take on less risk and 
seek to protect their principal, earn some interest income and outperform inflation. 
 
Ragging inflation fosters higher interest rates and soaring interest rates are the arch enemy of 
accelerating bond prices. During inflationary storms, bond sellers overwhelm bond buyers and 
run for the exits in droves. Inflation also ravishes the purchasing power of $1,000 going out 
twenty years. Assuming an inflation rate of 4% for example, the present value of $1,000 twenty 
years hence totals $456.39. 
 
The inflation dragon has already ended the four-decade bull market in fixed income 
investment. So far this year corporate bonds have dropped over 10%. Perhaps not only 
reflecting inflation worries but also Uncle Sam's unprecedented growing national debt, long 
term Treasury bonds through August have also taken a hit. So far this year, the 10- year 
Treasury bond yield has climbed from 1.51% to over 3.77%. Moreover, for the two hundred and 
forty years from 1776 through 2016, US national debt grew from hardly anything to $20 trillion. 
Yet, in less than six years, it has skyrocketed fifty percent and now tops $30 trillion. This 
horrendous shortfall eclipses the country's $24 trillion GDP and will only become more 
challenging as interest rates climb. 
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Leaders and Followers 
 
Regardless of the economic environment whether it be inflationary, disinflationary or 
deflationary, bear markets continually flare up. Not all bear markets, however, lead to a 
recession. Since 1928, one year prior to the start of the Great Depression, investors have 
witnessed 27 bear markets including the current one, and 27 bull markets. Certain reversals are 
short lived and others last longer. The typical decline has lasted 9.6 months incorporating an 
average 36% top to bottom drubbing in equity prices. Bull markets run longer, enjoying a 
typical life span of 2.7 years and post an average gain of 114%. 
 
 

Bear Markets So Far This Century 
 

Start End % Change Recession 
3/2/2000 10/9/2022 -49.1% Yes 

10/9/2007 3/9/2009 -56.8% Yes 
4/29/2011 10/3/2011 -19.1% No 
9/20/2018 12/2/2018 -19.8% No 
2/19/2020 3/23/2020 -33.9% Yes 
6/13/2022 ? ? ? 

Source: LPL Financial, SFC, S&P 500 
 
Economics is not a physical science where logic pervades. It is a behavioral science as is 
psychology, sociology and criminology. Finance is applied economics and investment is applied 
finance. Consequently, being a behavioral science, emotion and intuition can dominate logic in 
the investment decision making process and lead to profit draining miscalculations. 
 
Behavioral economists surmise that individual investors place more emphasis on the short term 
than the longer term. They also deduce individual investors have a propensity to assume that 
the longer-term economic environment will not be too dissimilar from the current one. 
Psychologists continually emphasize that the equity market is a prime example of "mob 
psychology" where there are few leaders and an abundance of followers. Even though the stock 
market is a leading economic indicator that discounts events six to twelve months before they 
occur, few are amongst the early investors waddling into an emerging bull market. Neither are 
many shareholders the first to take profits when a bear market correction is in sight. Most cut a 
wait and see approach before unloading vulnerable holdings. 
 
Greed and fear are the two dominant emotions that can lead to fiscal disasters and missed 
investment opportunities. Hordes of overly bullish investors stay at the party too long and 
forget that the stock market goes up like an escalator but can drop like a rocket. Moreover, 
during extended bull runs, market valuations can go to extremes. This was the case in the most 
recent bull run that expired in January when the Dow Jones topped out at 36,957. At that time, 
the market was trading at over 23x's forward earnings per share estimates and some bulls were 
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shouting "buy high and sell higher." The historical price earnings multiple for the equity market 
hovers around 16x's earnings. Forty years ago, when the majority of investors incorrectly 
concluded that the runaway inflation of the 1970's could not be squelched, the Dow Jones 
multiple plunged below 8x's earnings. 
 
Bear markets can be emotional nightmares for investors. Pessimism abounds. Confidence in 
earnings growth slips, short selling expands, merger and acquisition activity slows while initial 
public offerings dry up. Investors attempt to hide in top quality, solid dividend paying value 
stocks and reduce exposure to growth stocks. Not knowing how low low is, few investors 
including those who recognize that bull runs traditionally follow bear market reversals, are 
willing to pull the trigger and add to their equity positions. 
 
Early Bird Catches the Worm 
 
Bear markets are surmountable and present substantial opportunities to purchase the common 
stocks of stellar corporations trading at "out-of-favor" prices. One dictum sophisticated 
investors fully comprehend is whether rising or falling, the two key equity market drivers are 
interest rates and earnings expectations. In the current inflation prone environment, where 
rising interest rates are being activated by the Fed to dampen economic performance, combat 
both a wage-price spiral and runaway energy costs, investor confidence continues to languish. 
Not many pundits are willing to estimate how long and how deep the forced economic 
slowdown will last. 
 
It is no secret why price earnings ratios are dropping while the cost of debt capital rises. As 
interest rates continue to climb, some investors will sell common stocks and move investment 
dollars into the less risky treasury and other fixed income markets. However, as bear markets 
and recessions begin to unwind, sophisticated investors in anticipation of a potential cyclical 
upturn, start to "buy their straw hats in the winter." 
 
The legendary value investor, Shelby M.C. Davis espoused, "you make most of your money in a 
bear market. You just don't realize it at the time." He had a point. Stock prices being leading 
economic indicators rise faster than corporate profits. In addition, due in part to low investor 
confidence reflected in below average price earnings ratios, many of the market's major 
upward spikes occur in the late stages of a bear market and in the early stages of a bull market. 
Over the past twenty years, half of the time S&P 500's strongest days occurred in unwinding 
bear markets while thirty four percent of its best days materialized in the first two months of a 
bull run. 
 
One mathematical tool portfolio managers and security analysts utilize to help deduce whether 
corporate bonds or common stocks offer more value to the investor, is the earnings yield ratio. 
It is simply the inverse or reciprocal of the price earnings ratio E/P. In the mature but cyclical 
consumer focused US economy, there are times when spenders lock their wallets and times 
when they open them wide. Investors, however, have a propensity to become overly fearful in 
down economic cycles and exceedingly covetous in up cycles. Consequently, price earnings 
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multiples can plunge to extremely low levels in down markets and jackknife to exceedingly 
bullish plateaus in up markets. Thus, creating enticing opportunities to acquire overly sold 
equities at substantially attractive prices in bear markets and sell inordinately overpriced 
holdings in a bull market. 
 
All other things being equal and assuming rising earnings, the lower the price earnings multiple 
the more attractive equity investment becomes versus fixed income securities. Conversely, the 
higher the P/E ratio, the greater the downside risk in equity investing when compared to the 
safety, liquidity and interest income offered in fixed income securities such as the 10-year US 
Treasury bond. 
 

Low P/E's Equal Higher Earnings Yields 
All things equal, the lower the P/E, the more attractive equities become relative to fixed income securities and vice versa. 

 
MKT  

PRICE 
E.P.S. P/E Earnings Yield 

E/P 
10 Year  

Treasury Bond 
$10 $1.00 10x’s 10% 3.5% 
$20 $1.00 20x’s 5% 3.5% 
$25 $1.00 25x’s 4% 3.5% 
$40 $1.00 40x’s 2.5% 3.5% 

Source: Bloomberg, SFC  
 
Temperament Eclipses Intellect 
 
Swooning inflation not only leaves scars on personal balance sheets and income statements, it 
also shifts wealth and pricing power from commodity importing nations to commodity 
exporting nations. With the median age of a US citizen being 38.6 years, less than half or all 
consumers, savers and investors alive today experienced the prolonged cost of living debacle 
that enveloped the United States from the late 1960's until the early 1980's. Just about 
everything that could go wrong did so. 
  
 

Annual Percent Change In Consumer Price Index 
 

Year CPI Year CPI Year CPI 
1966 3.0% 1970 5.8% 1980 13.5% 
1967 2.8% 1971 4.3% 1981 10.3% 
1968 4.3% 1972 3.3% 1982 6.1% 
1969 5.5% 1973 6.2% 1983 3.2% 
  1974 11.1%   
  1975 9.1%   
  1976 5.7%   
  1977 6.5%   
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  1978 7.6%   
  1979 11.3%   

Source: Federal Reserve Bank of Minneapolis 
 
Not only did the costly Arab Oil Embargo erupt during this period so did the Iran-Iraq War. 
Furthermore, the Nixon Administration dropped the ball by plunking wage and price controls 
into the economy while the Federal Reserve under Chairmen Arthur Burns and his successor, G. 
William Miller, failed to tighten the money supply fast enough and long enough to counteract 
inflation. In addition, 52 Americans were held hostage in Iran for 444 days. They were not 
released until the day President Ronald Reagan was inaugurated on January 20, 1981. The DJIA 
reached 1,000 for the first time in 1972 and did not see it again until 1982. 
 
History verifies that time, patience, mathematical compounding coupled with the US capitalist 
system and diligent equity selections are the necessary prerequisites for achieving long term 
stock market rewards. Time in the market is more crucial to achievement than attempting to 
time the market. Market timing remains a difficult three decision progression. When to get in? 
When to get out? When to get back in again? Despite enduring four wealth humbling 
recessions and seven bear markets, the DJIA climbed to its January 2022 peak of 36,957 from 
an August 1982 Paul Volcker Fed induced inflation obliterating recession bottom of 776.91. 
 
The US economy has been blessed with an enormous quotient of productive resources and 
recuperative powers. It is somewhat astonishing to ponder that with less than five percent of 
the world's population, Uncle Sam generates about twenty four percent of global GDP. These 
prodigious attributes contribute heavily to the nations resiliency to bounce back from economic 
reversals and move on to establish new peaks in both GDP and equity prices. 
 
Going back nine decades to the Great Depression Era, which was the last time the US 
encountered something worse than inflation i.e. deflation, "buying on bad news" has been a 
long-term investors delight. Remaining rational and not getting rattled by short term negative 
headlines and financial pot holes, continues to be a proven formula for ascertaining wealth 
accomplishments. Bull markets follow bear markets and economic cycles swing from 
prosperous periods to recession and back to prosperity. 
 
Experienced investors recognize that most of the major upward moves in stock prices come in 
short quick spurts. The American Association of Individual Investors in a recent study, revealed 
that the S&P 500 from the start of 1948 thru March 22nd of this year, rose 23,987%. However, 
if an investor was out of the market for the ten best performing days the return sinks to 
7,864%. Putnam Management has also shown that if someone invested $10,000 in the S&P 500 
on the last day of 2006 eleven months before the 2007 Great Recession got underway, it would 
have grown to an annualized total return of $45,682 on12/31/21. An investor however, who 
was out of the market for the best performing ten days would have earned $24,753 less or 
$20,929 
 

Fully Invested Investors Reap All the Rewards 
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$10,000 Invested in S&P 500 from 12/31/06 to 12/31/21 
 

 Annualized Total Return 
Remained fully invested 
(10.66% annualized total return) 

$45, 682 

Missed 10 best days  
(5.05% annualized total return) 

$20,929 

Missed 20 best days 
(1.59% annualized total return) 

$12,671 

Missed 30 best days 
(-1.18% annualized return) 

$8,365 

Missed 40 best days 
(-3.58% annualized total return) 

$5,786 

Source: Putnam Mgt. Investments 
 
Someone once asked the ninety-two-year-old "Oracle of Omaha," Warren Buffett, what was 
key to his investment success. His response: "My wealth comes from a combination of living in 
America, some lucky genes, and compound interest." He also harbors certain attributes most 
less sophisticated equity participants do not. They include a depth in finance and economics, a 
feel for the capital markets and most importantly, the right temperament. 
 
The good news is no one needs to have Warren Buffett's financial background nor stock picking 
expertise to achieve rewarding equity performance results. The key is twofold. 
One is not to succumb to short term irrationality. The other is to remain invested and allow 
time, compound interest and the nation's productive resources to continue flourishing and 
uplifting economic output, employment, profitability and living standards. 
 
The S&P 500 Index is a microcosm of the US economy. For those investors who do not wish to 
take on company specific risks by picking individual stocks but seek to passively reap the 
benefits of the US economy's productive assets, an index fund can fill the bill. S&P 500 index 
fund buyers are not seeking to outperform the market averages. They are satisfied with simply 
achieving market performance. Similar to dollar cost averaging by contributing a set amount of 
money monthly to the index fund, the investor captures all of the market's upward moves and 
acquires more shares in down cycles than up cycles. Since 1926 the S&P 500 including 
dividends, has chalked up a healthy annualized total return of 10.49%. 
 
John C. Bogle, the index fund originator, was fond of bellowing, "Why look for a needle in a 
haystack when you can own the whole haystack." He had a point.   




