
Notices 

 

Taking Action in a Bear 
Market 

1-3 

Market Commentary & 
Asset Class Returns 

4 

July 2022 
 

Inside This Issue 

When we see the value of our portfolio go down, we feel compelled to act! We 
feel there must be something we can do to stop the bleeding, reduce the pain, or 
maybe even profit from the decline. Taking action can release tension and feel 
good while inaction can feel irresponsible. There are positive actions that can be 
taken, and there are self-destructive actions. Let’s discuss what actions you can 
take to increase your chances of benefiting from the eventual market recovery. 
 
Before I jump into the specific actions, it is worthwhile to point out that no ac-
tion is better than the wrong action. You may be tempted to think, "Let's go to 
cash, and we will get back in when things look better." But this is much trickier 
than it sounds. For example, once the market has begun to recover, how do you 
assess whether it's the beginning of a new bull market, or if it is just a brief re-
covery that will be followed by further declines? If it's the latter, you could end 
up buying into the market at higher prices right before it comes crashing back 
down. In other words, doing nothing is likely the superior strategy versus at-
tempting to “get out until the skies clear”, which has a way of harming your actu-
al realized lifetime returns.  
 
Rebalancing to Targets 
While doing nothing is better than making self-destructive market timing deci-
sions, there is one action that everyone should take: rebalance. At Mallard, we 
arrive at a client’s target asset allocation after evaluating their tolerance for fluc-
tuations (i.e., risk tolerance), their financial capacity to handle fluctuations, and 
their overall need (or lack thereof) for taking on risk (in the hope for higher re-
turns).  
 
Portfolio rebalancing maintains a prudently selected asset allocation over time. 
For example, let's assume a client has a $1 million portfolio that is split evenly 
between stocks and bonds. Further, let's also imagine the portfolio has dropped in 
value to $950,000 (not hard to imagine). More specifically, as shown in the left 
side of the table below, the portfolio's stock allocation dropped by 20% (from 
$500,000 to $400,000), while the bond allocation rose by 10% (from $500,000 
to $550,000). 
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William D. Starnes Taking Action in a Bear Market 

Travel Plans 
Bill will be on vacation with his 
family the week of August 1st 
in the Canadian Rockies. Time 
will be spent hiking, fishing, 
and climbing glaciers. 
 
 
Use ShareFile 
When sending confidential 
information to us, please re-
member to use the secure 
ShareFile  link contained at the 
bottom of each of our email 
signatures. This link is also 
located at the top of every 
page of our website. 
 
 
Mallard E-Mail Update 
We strongly encourage all cli-
ents to read our E-Mail Up-
dates (which are different from 
this newsletter). They may con-
tain important information that 
is relevant to your situation. 
Just call us if you think some-
thing may apply to you so that 
we can discuss it. 
 

Asset

Class $ % Remove Add $ %

Stocks $400,000 42% $75,000 $475,000 50%

Bonds $550,000 58% ($75,000) $475,000 50%

Total $950,000 100% $950,000 100%

ChangeCurrent Allocation Ideal Allocation
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Due to this portfolio’s volatility, the client’s current 
stock allocation is now 42%, while their bond allo-
cation is 58%. Assuming this client purposefully 
and consciously selected an asset allocation of 50% 
stocks, should they really be holding a 42% stock 
allocation after the bear market? It is highly unlike-
ly their risk tolerance, capacity, or need has 
changed. Worse, imagine a strong stock market ral-
ly over the course of a week. Assuming this client 
did not rebalance, they would not receive the 
higher returns that are commensurate with a 
50% stock portfolio as they only had a 42% 
stock portfolio at the time the rally took place! 
 
Now, what must occur to bring this portfolio back 
to its selected asset allocation? As shown in the ta-
ble one page one, $75,000 of bonds must be sold in 
order to buy $75,000 worth of stocks. Only then 
will the desired 50% stock allocation be reestab-
lished through the process of rebalancing. Imagine 
for a moment how it would feel to take proceeds 
from the asset class that has done well (bonds) to 
buy more of the asset class (stocks) that has gone 
down the tubes! No doubt this would be a hard trig-
ger to pull, especially considering it must be done at 
a time when it will feel as if stocks will not recover 
anytime soon. Rebalancing goes against our very 
nature and is very hard because when you are sup-
posed to be buying stocks, you will likely be read-
ing some very compelling reasons to sell instead.  
 
Thus, rebalancing is the bridge from simple di-
versification to highly disciplined opportunism. 
This is exactly the opposite of what most investors 
do. Rebalancing exploits the volatility of markets. 
There is a lot of volatility among asset classes, 
and rebalancing puts this volatility to work for 
you. 
 
Move Excess Cash Into Your Portfolio 
Rebalancing should be done regardless of what is 
going on in the world, the markets, and regardless 
of your tolerance for risk (as it is simply bringing 
you back to your selected risk level). However, 
there are those who become enticed at the idea of 
throwing a little bit more money into stocks when 
they decline. Typically, this is the individual who 
has accumulated some excess cash due to a large 
bonus, inheritance, or just through disciplined sav-
ing. However, they are aware they likely have more 
cash than they need and would like to move it into 
their portfolio.  

Notice there is no market tim-
ing or changing of their portfo-
lio risk level going on here. They are simply moving 
excess cash into their portfolio. This investor is not 
selling all their bonds and buying stocks. They are 
not changing their stock allocation. Instead, it is like-
ly they had not been paying attention to their cash roll 
and the bear market brought their attention to the fact 
that they have some excess cash sitting around that 
could be added to their existing portfolio.  
 
If you participate in a 401(k), perhaps you could con-
sider increasing your deferral percentage (and there-
fore lowering your net pay a bit) in order to boost 
your stock purchases in a bear market.  
 
Is a bear market a good time to do so? The average 
historical forward returns once a bear market has be-
gun have been quite good as you can see in the table 
below. 
 

 
 
 
 
 

Increase Your Stock Allocation 
On rare occasions some investors have come to the 
conclusion that their portfolio is too conservative. 
They have been considering increasing their stock 
allocation, and the bear market has been just what 
they have been waiting for to move into a more risk- 
appropriate portfolio. This is not a temporary increase 
only to reduce the stock allocation after a new bull 
market has begun. If a client can truly pull the trigger 
to increase their stock allocation in the midst of a 
bear market, they have likely proven they have the 
tolerance for this increased risk.  
 
This is best done by setting (in advance) a “trigger 
point” to increase their stock allocation such as when 
U.S. stocks drop 25%. 
 
Perform a Roth IRA Conversion 
Bear markets are unpleasant and unset-
tling.  However, market downturns can create good 
tax planning opportunities, including the ability to 
maximize ‘discounted’ Roth conversions. However, it 
is imperative to understand that current year Roth 
Conversions are primarily determined via detailed 

One  Three Five Ten

Year Years Years Years

Average 22.2% 52.3% 86.6% 328.1%

Returns from the Start of a Nasdaq Bear Market*

* Data from last 12 Nasdaq Bear Markets. 
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multi-year tax planning and not simply because the 
market went down. That should only be a “kicker”, 
and never the sole reason for a conversion.   
 
If it makes good tax sense, clients may want to con-
sider how performing the Roth conversion in the 
middle of a declining market can effectively put the 
conversion ‘on sale’ at a temporary depressed val-
ue. For example, on January 1st, (before the bear 
market began) we decided that a $25,000 Roth IRA 
conversion would bring your taxable income to the 
desired amount. So, you did the conversion, and 
now six months later that $25,000 has dropped in 
value to $20,000. In this case, there would be no tax
-free earnings. Instead, you would have a non-
deductible loss.  
 
However, let’s say that today, you wanted to do the 
$25,000 conversion (as this still brings your taxable 
income to the desired amount). To do the $25,000 
conversion, you will now need more shares of the 
security to amount to the $25,000 conversion. As-
suming you do the $25,000 Roth conversion, and a 
bounce back of 30% occurs over the next year, you 
would now have $32,500 in your Roth IRA in 
which $7,500 of this $32,500 are tax-free earnings.  
 
In other words, a market downturn presents an op-
portunity to convert more shares of a holding in an 
IRA into a Roth IRA for the same taxable income.  
However, just because there is a bear market does 
not make Roth conversions a great idea if you are 
creating income at a high 35% tax rate when you 
will ultimately withdraw the balance while in a low 
15% tax bracket. So, again the conversion has to 
first make sense given your current and expected 
future tax rates before you consider using it during a 
bear market. 
 
Harvest Tax Losses 
If you have a portfolio with recent purchases (say 
this January), then it is quite likely that the current 
value of this purchase is lower than the original pur-
chase price. Therefore, you have a loss. If this in-
vestment is held in a non-tax-sheltered account (i.e., 
a regular investment account), then you not only 
have a loss, but you have a tax loss that can be 
“harvested”. It is harvested by selling it and realiz-
ing the tax loss. Doing so will move that tax loss 
onto your tax return as a capital loss. This will ulti-
mately lower your overall tax liability. This is 
known as “tax-loss harvesting”.  Bill Starnes is the founder and senior advisor 

at Mallard Advisors, LLC 

These losses will shelter other 
income (capital gains and/or 
some ordinary income) 
from taxation in the future. For example, if you have 
an investment with a tax loss, you can simply sell it 
and replace that investment with a similar one on the 
same day. Your investment position and asset alloca-
tion are the same, but you have reduced your fu-
ture tax liability! No brainer, right? 
 
But don’t buy back the same (or substantially identi-
cal) investment you sell within 30 days. If you do, the 
loss will be invalidated. This is what is known as the 
“wash-sale” rule. 
 
Learn Your History 
Taking positive action is easier when you have a 
good handle on history. In a recent E-Mail Update 
newsletter, I provided some history regarding the 
depth and duration of bear markets as well as histori-
cal returns coming out of a bear market.  
 
The bottom line is that bear markets come every five 
to six years (on average) and ultimatly new stock 
market highs are reached. Therefore, the conclusion 
must be that temporary declines are not permanent 
losses. 
 
I will end this section about learning your history 
with a quote from William Bernstein from The Four 
Pillars of Investing. “And last, the most profitable 
thing we can learn from the history of booms and 
busts is that at times of great optimism, future returns 
are lowest; when things looks bleakest, future returns 
are highest. Since risk and return aare just different 
sides of the same coin, it cannot be any other way.”  
 
Over a multi-decade long investment horizon, your 
actual investment performance will most likely be 
determined by how you handle yourself in bear mar-
kets. There is always the choice to take self-defeating 
actions or positive actions. While we do have histori-
cal data showing that all bear markets end with bull 
markets that follow, the bad news is there is no way 
of knowing how deep or long this bear market will 
last. The good news about this bear market is that we 
are already in it, and therefore, history 
shows that future investment returns 
may be quite good going forward.  
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U.S. stocks entered true bear market territory in the middle of the second quarter, and fin-
ished with the worst first six months' return since 1970.  Meanwhile, bond rates rose, caus-
ing bond investors to suffer paper losses as well. As can be seen in the table below, 2022 
has been off to an unpleasant start.  
 
Let’s take a moment to reflect on where we came from by starting with the stock market bottom of the Financial 
Crisis on March 9, 2009. From that panic-driven bottom, the S&P 500 (with dividends reinvested) compounded at 
17.6% annually for the next twelve years, through the end of 2021. At its peak this past January 3, the Index was up 
seven times from its low. This was one of the greatest runs in the whole history of the U.S. stock market. Moreover, 
the Index’s compound return over the last three of those years—2019 through 2021, encompassing the worst of the 
coronavirus plague—shot up to 24% annually. But when inflation soared late last year, it became evident that equi-
ties’ jaw-dropping advance over those three years had been fueled to some important extent by an excess of fiscal 
and monetary stimulus, mounted to offset the economic devastation of the pandemic. To summarize, the Federal 
Reserve created far too much money, and then left it sloshing around out there too long.  
 
We investors now find ourselves having to give back some of these extraordinary 2009-2021 market gains, as the 
Fed moves belatedly to soak up that excess liquidity by raising interest rates and shrinking its balance sheet. A high-
er Fed Funds Rate drives up short-term interest rates which, in turn, reduces liquidity in the economy, depressing 
corporate investment and consumer borrowing. And if an economic slowdown is what it takes to stamp out infla-
tion, it would be the lesser of the two evils. One of the clichés about rate hikes is that the Fed is 'taking away the 
punchbowl,' which another way of saying that the party is over. The economic community seems to think that the 
U.S. will meet the technical definition of a recession sometime next year, but we could actually be there now. In the 
past, the market returns have anticipated economic slowdowns with more accuracy than the experts! 


