
Why is the stock market rallying when the economy is so bad?

Description

Stock markets seem to have become disconnected from economic fundamentals. How sustainable is
this? And now that IMF has issued a warning on the disconnect, what should investors make of their
latest announcement? Hereâ??s my personal take.

For background reading, check out:

IMF warns of a second stock market correction after grim economic forecast
Global stock market rally is a gamble, IMF warns investors
IMF warns disconnect in financial markets risks a correction in asset prices
How the current stock market collapse compares with others in history

This shouldnâ??t be new to us â?? in fact, this strange phenomenon has occured several times in
history as well in 1907, 1929 and 2008.
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1907: Bankerâ??s Panic

The 1907 Bankerâ??s Panic was a financial crisis in the US where the stock markets fell 50% from its
peak, caused by a retraction in market liquidity. The downturn lasted a year, with the market recovery in
December fuelled largely in part by J.P. Morgan pledging his own monies and convincing other banks
to do so, and the lessons learnt from the liquidity crunch was what led eventually to the creation of the
Federal Reserve system thereafter.

1929: The Great Depression

In the Great Depression of 1929, which was one of the most devastating recessions in US history, the
stock market went through several ups and downs as well. The stock market eventually bottomed at
89.2% lower than its last close in September 1929. During the journey, the stock market also rallied
several times at 23%, 27% and 35%. Imagine the amount of false hope each of those rallies must have
given investors!
Back then, the policy mistakes that caused a shrinking monetary supply led to a deflation in asset and
commodity prices, huge drops in demand and credit, banks failing, businesses shuttering, and
widespread unemployment (over 13 million people were unemployed by 1932). But despite all the
economic warning signs, stocks resumed their climb in June and the gains continued until September
1929. The worst day then came on October 24 (Black Thursday), but prior to that, many investors
regarded the September decline (the â??Babson Breakâ?•) as a buying opportunity instead.
In total, the stock market fell 90% during the Great Depression over a total of 4 years. In contrast, the
2008 crash took 18 months.

2008: Global Financial Crisis

The 2008-2009 GFC saw a 50% drop in the stock market, and bottomed in March 2009. This was
triggered by the subprime mortgage crisis and the shocking collapse of Lehman Brothers, which led the
Fed to realise that the banks didnâ??t have enough liquidity to function. Markets only started recovering
after the Fed finally intervened and started Quantitative Easing (QE) 3 months after the Lehman
Brothers collapse.
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2020: Start of a new crisis?

Right now, no one knows where the markets will head next. Some observers comment that things are
going to get worse, while other investment gurus proclaim that this could be the buying opportunity of a
lifetime.
But there are a few things that we do know so far:

The world has enjoyed a prolonged bull market up till now (or rather, the longest-running bull
market in historyâ?¦until the crash happened) from the 2009 crisis. Macro-economic theories tell
us that markets tend to go through 10-year periods of bulls and bears.
The economic crisis this time was triggered NOT by a liquidity crunch (as per 1907, 1929 and
2008) but by an unexpected global pandemic with lockdowns that led to a halt on global economic
activity.
The Fed has intervened much quicker this time round, but unlimited QE is not the solution to the
root cause of the todayâ??s issue. A vaccine, or a cure, is. Unfortunately, the WHO has stated
that a vaccine may only be available next year at its earliest (possibly June 2020).
Fears of a second wave seem to have been validated so far, and uncannily enough, weâ??re on
the exact timeline as the 1918 Spanish Flu pandemic, which was the deadliest in history with one-
third of the world infected. The pandemic back then had started in March 1918 and the second
wave emerged in August, followed by a third wave in January 1919 before finally abating in the
summer. 
At time of writing, the world has hit 9 million of infected Covid-19 cases. New daily highs are being
reported in 29 US states, China just identified their biggest cluster of cases since February, and
even New Zealand (which was declared coronavirus-free) has reported new cases this month.
Information spreads much faster today than it did in the last few financial crises, so the
reactionary time will also be much shorter. Again, this is hindsight analysis, since I have the
recent March crash (and subsequent recovery) to base it on.

And if history is anything to go by, there are some parallels that we can draw references from.
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The stock market vs. the Spanish flu pandemic

Donâ??t be misled by the recent market rallies
One thing Iâ??ve learnt in my investment journey is not to overestimate my own competenciesâ?¦and to
recognise when luck plays a part.

You canâ??t deny the part luck has to play, because it could work both ways. Say if you invest in a
stock today and the company makes a major (positive) announcement tomorrow that causes the stock
price to shoot up, is that due to your skills or due to luck?
Investors who have made money in the recent rally (and that includes myself â?? although my gains
are still largely on paper as Iâ??ve not cashed out) have profited largely due to a combination of
skillâ?¦and luck. It is important not to overestimate our abilities, and to recognise the role luck
has played in this crisis.
As for the way forward, Iâ??m as blind as all of you â?? no matter how much I read, Iâ??m still unable
to conclusively determine whether the recent rally weâ??ve seen is a legitimate start of the next bull
run, or simply a false rally.

We could have guessed â?? or even predicted â?? that the Fed would intervene with QE (although few
predicted that the Fed would actually announce theyâ??ll start buying junk bonds as well), but who
would have known that it would be implemented so fast and furious.

But remember, while QE was the cure to the previous financial crises (because the root cause was a
liquidity crunch), the current crisis is NOT due to liquidity or credit issues at all.

Similarly, we could have then easily predicted that the surge in liquidity would cause the stock markets
to riseâ?¦or not.

You see, all these are only easy on hindsight. When we were living it out in March, no one knew for
sure that this would happen. No one knew for sure that the markets were gonna recover. Anyone who
said definitively then that they were buying or selling had a 50% chance of getting it right and becoming
the next â??investment guru who predicted the stock market rise/crashâ?•. 

The only thing some of us knew for sure was that valuations of several stocks were cheap based on
their historical averages. And that was what led me to snap up stocks in March â?? April.

So when the markets rallied thereafter, I was proud of the fact that I had invested such a huge lump
sum even when the worldâ??s prospects had seemed so gloomy. But I was also left wondering if I
should have invested more, lest this was the start of a V-shaped recovery.

The rallies soon got me befuddled as the disconnect between economic fundamentals and the stock
market widened. The sense of FOMO then was definitely strong, and I certainly regretted not having
pumped my entire war chest in during my March â?? April buys, but at the heart of it I asked myself â??
has the economy recovered? Are we truly out of the woods yet?

What could possibly go wrong from here?

And the answer was, a lot more.
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A second wave could hit us, the world might have to go into another lockdown, more people start losing
their jobs and hence cut back on spendingâ?¦and stock markets could crash.
And now, markets have fallen once more due to fears of a second wave and coupled in part due to
IMFâ??s warnings over this disconnect. Could the markets go down further from here?
They might, or they might not.
My guess is as good as yours, so Iâ??ll keep sticking to my own rules â?? buy when valuations look
cheap.

What should investors do from here?

Perhaps the recent red could signal the start of a prolonged crash (like what happened during the Great
Depression), or we could get lucky and a vaccine is found sooner than expectedâ?¦and then we
continue our bull run.

Take care of your downside, and the upside will take care of itself.

Before you invest, make sure you have already gotten yourself protected with insurance and a solid
emergency fund. That way, even if your boss were to fire you tomorrow because business got worse,
you donâ??t have to draw down from your stock market investments to pay for your bills, and still have
excess left to invest.

While I personally think you most definitely should invest in the markets now, the big questions are (i) 
how much, (ii) in which stocks and (iii) how long to hold? And thatâ?¦is an answer that only you
can answer for yourself. If youâ??re curious about which stocks Iâ??m buying, you can always get
access to my Patreon here.

Thereâ??s no need to panic if your end-goal is to invest for retirement. We still have a long runway to
go, and Iâ??m confident that stocks will be at new highs 10, 20, 30 years from now.

But if youâ??re trying to time the market, then I wouldnâ??t be surprised if youâ??re thinking of taking
profits now. The question then is when are you going to go back in next, and if youâ??ll be able to put
your anchoring bias aside.

As for myself, I know that I donâ??t have a crystal ball on the market, so Iâ??ll just continue to invest in
stocks that I feel at trading at cheap valuations.

Since the Great Financial Crisis took 3 years to play out, and the 1918 Spanish flu took a whole year for
the world to recover from, I expect that our problems arenâ??t going to go away anytime soon for
sureâ?¦at least until a vaccine is found.

With love,
Budget Babe
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