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It seems we are in a state of ‘panic first, ask questions later’ market environment. The
S&P 500 experienced its swiftest decline from new highs to bear market territory since
1929. Today, it had its worst one-day percentage drop since 1987. I asked Jude
McDaniel if she’s ever seen anything like it. She said that it reminded her of September
11, 2001. Travel was cancelled, events postponed, general panic set in. And the greatest
reason was because the future was one big question mark. Would more attacks occur?
When and where? Can we ever feel safe again?
It’s similar in ways to the coronavirus pandemic today. Will more outbreaks occur?
When and where? And when will things to back to ‘normal’?
Based on the high level of volatility and declines, the market is pricing in a recession due
to the supply and demand disruptions. Negative earnings, zero profits, financial system
shortages and illiquidity, the whole nine yards. Volatility is at levels not seen since 2008.
But is this justified?
First of all, if you’ve been reading my market commentaries for a while, then you know
that I repeat over and over that the stock market goes up and it goes down. It’s the nature
of the beast. Where there is reward, there is risk.

The above chart shows bear markets going back to the crash of 1929. As you can see,
bear markets come in different flavors. Three times before 2020, the S&P 500 entered a
bear market without a recession and all three were event driven. All three were swift and
deep, with the S&P losing up to 34%. In 1987, the Dow lost 22% in one day. But they
were all short-lived, 3-7 months to be precise.
The big question is, are we in a recession now or will we be soon? We won’t know for
sure until we’re looking back several months from now. But to make an educated guess,
let’s look at how strong the fundamentals were before the coronavirus pandemic hit.

Here are corporate profits before 2020 and estimates for the future as of March 11th. As
you can see, we had experienced a bad second quarter of 2019, but earnings bounced back
strongly. They were up 12% in the fourth quarter of 2019, with revenue growth above
average. That’s very robust. Because of the coronavirus and oil disruptions, earnings are
projected to decline for the next 1-2 quarters but bounce back rapidly after the impact of
the virus subsides and oil prices level out.

GDP was 2.1% in the fourth quarter and prior to the coronavirus hit in mid-February, it
was projected to be 3.1% in the first quarter of 2020. The fundamentals were actually
strengthening heading into 2020.

Consumer finances are in better shape than ever before, with debt payments as a
percentage of income at a record low of 9.7%. And net worth has grown substantially
since the peak of 2007. We have a healthy consumer base overall. Other positives are
record low unemployment rate (although that will fluctuate quite a bit in the short term
with the virus’ economic disruption) and low inflation.

It isn’t all roses, however. A big blot on the economy continues to be the national debt.
Before doing any stimulus to try to tame the effects of the virus on the US economy, the
Federal net debt is already projected to be almost 100% of GDP by 2030. That isn’t as
bad as some countries, believe it or not, and we can run deficits better than anyone else in
the world thanks to being the reserve currency and safe haven for everyone else. But that
trend isn’t sustainable forever.

Also global PMI for manufacturing and services has tumbled. A reading below 50 signals
contraction. My guess is that the March and April readings will be even lower. How
temporary this is remains to be seen. It depends on how quickly the virus dissipates or is
contained over the next 1-2 months.
Looking at several other fundamental indicators, my personal opinion is that this virus is
obviously causing significant short-term disruption. The next couple of quarters could be
rough. But like past epidemics, the following two quarters will likely rebound
significantly as the world goes back to business as usual.
What about the stock market? Year-to-date, the S&P 500 is down a little more than
23%. We’re close to the lows of December 2018.

This is a 15 year graph of the S&P 500. The RSI above is a technical indicator. When
it’s near or over 70, that can signal that the market is overbought (although that can stay
elevated for several months as you can see in 2013 and 2017). Similarly, when this
indicator is near or below 30, it indicates the market is oversold and probably due for a
short-term bounce. The red line is a 200-week moving average. The market has used this
line as support since the end of the 2008 recession as you can see. Today was the first
time the S&P 500 has broken below that moving average since 2010. But the RSI is also
at levels rarely seen. It hasn’t been this low since October 2008.

This is the volatility index, referred to as the “VIX” in my line of work. It hasn’t seen
this level of fear since October 2008. Let’s zoom in on that time period:

Here we are in 2008. When the VIX spiked to the same level it is today, the S&P had
fallen 25% from its high but took 12 months to do it. Contrast that with nearly the same
drop we’ve seen in less than one month. This sharp decline has been due to panic and
speculation, not factual information on how much damage has really been done.
The S&P 500 went on to lose another 33% over the course of 6 months until finally
hitting bottom in March 2009.
Are we in 2008 all over again?
So far with what we’re seeing, the answer is no. The US economic backdrop was strong
heading into this. 2008 was caused by a financial meltdown, a complete seizing of the
banking and credit system of the US that spread to the entire globe. Bankruptcies and
bailouts. And the market was already in decline a full year before the bottom fell out.
We aren’t seeing that kind of financial disruption now, and the Fed has already pledged
$1.5 trillion in additional liquidity to prevent this viral crisis from turning into a financial
one.
Could the market go lower from here? Yes, absolutely. Could we be near the bottom?
Again, we certainly could. With this kind of market volatility, rationality isn’t reigning
in the short-term. Investors are selling now and asking questions later. But that could
turn on a dime. The volatility goes both ways – down and up. Don’t forget that. Also
remember that unless you are an aggressive investor, your losses probably don’t mirror
what the S&P 500 is doing.
Corrections that are this sharp and deep are extremely difficult (I’d say impossible) to
time. But if you are a long-term investor and have cash, history has shown that now
actually is a good time to buy. Stocks are cheap again. The market may go down more
from here in the next few months, but the average return for the S&P at this low P/E
level is over 10%. Can we guarantee that? Nope, we aren’t soothsayers. But now is
certainly a better time to buy than a month ago. This is the time to go bargain hunting or
at the very least, stay calm and wash those hands.
As always, we’re keeping a close eye on the situation and will keep communicating our
thoughts. But if you have any questions or want to talk through things with us, please call
or email us! We’re here for you.
-Victoria Bogner, CFP®, CFA, AIF®
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