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Macro

Why markets are floating past
the economic collapse
April saw employment fall by 20.5 million people and the
unemployment rate jump to 14.7%, the most severe job losses
since the Great Depression. The S&P 500, however, had its
best month since 1987. We break down recent market
performance in the face of an epic economic downturn,
as well as what investors need to prepare for next.

KEY TAKEAWAYS

• A historic dislocation in
labor markets is
underway, and we
assume the economy
entered a recession in
March 2020.

Markets are experiencing a moment of optimism after suffering the sharpest drop into
a bear market in history. The S&P 500 rose 12.7% in April, the biggest monthly gain
since 1987, and is up 28.8% from its bottom on March 23. The economy, meanwhile, is
in apparent freefall. The COVID-19 pandemic caused widespread shelter-in-place
orders that shuttered businesses and caused massive layoffs. GDP fell -4.8% in Q1,
the biggest drop since the Great Recession, and expectations for Q2 are the stuff of
nightmares. Estimates range from a decline of -15% to -50%. Anything in this range
would be a record-setting quarterly contraction.
The economic pain is most obvious in the deep dislocation the labor market. Job
losses have been staggering and in only two months dwarf job losses in prior
recessions. The unemployment rate now stands at 14.7%, up from just 3.5% in
February. Often, workers who lose their jobs simply opt to leave the labor force, which
has fallen by more than 8 million over the past two months, a further hit to output.
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• S&P 500 performance
has been strong, but is
largely driven by the
FANG+ stocks, masking
weaker broad market
performance.
• As the recession
evolves, investors will
likely look for increased
diversification and have
reduced tolerance for
volatility.
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Dissecting market optimism
Solid market performance in the face of such a weak
economy has led to a lot of questions—and perhaps a
little disbelief—about where this optimism is coming
from. The rally in the S&P 500, the large-cap
bellwether tied to so many retail and institutional
portfolios, could use a little dissection.
First, markets should be careful about reading
too much into the past seven weeks of gains. The
S&P 500 is down -14.9% from its February 23 high1
despite a strong recovery in April and is down -10.8%
year to date. In the past two months, markets have
been exceptionally volatile. The drop in valuations in
February was so acute that the recovery over the past
month has seemed especially positive. If we had
slowly drifted from March 1 valuations to today, we
would simply be on a more normal track for the start
of a recession.

current shelter-in-place regulations may not be the
same as a broad economic recovery.
Finally, it is hard to ignore the fact that recent equity
gains have been hyper-concentrated in a small
number of the largest tech companies. The FANG+
Index is up 10.7% year to date, while an equalweighted S&P 500 is down -18.7%. We often remind
investors that the equity markets and the economy
are not the same. Now we should layer on that the
FANG+ is not the equity market. The median stock
price is down -25% from its peak, which is perhaps a
better reflection of pervasive economic uncertainty.
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A look at prior recessions shows that periods of equity
gains are not at all uncommon. We have no specific
forecast of equity markets; uncertainties surrounding
the arc of the pandemic are too pervasive. But every
recession but one since 1970 has experienced an
equity market rally of over 10% before eventually
hitting a recession-low between 3–6 months before
the recession ends.
This leads to another critical point: We are only in the
early innings of this economic cycle. Markets may be
latching onto some optimism that some states are
reopening. Yet, as we recently wrote in The Great
Reboot, the deep job losses will likely lead to sluggish
spending and growth throughout 2020. The average
recession lasts for a year. A gradual lift-off from

It is equally important to examine the factors driving
equity markets higher. First and foremost are the
unprecedented monetary and fiscal policy responses
which have clearly had a positive impact on market
psychology and calmed the most acute volatility of
February and early March.
The Fed has historically responded to recessions by
slashing interest rates, typically more than 400 bps.
This time, the Fed had limited ammunition on the
interest rate front. With its policy rate starting the
year at 1.50%–1.75%, the Fed quickly cut rates to
0.00%–0.25% and began aggressively adding to its
balance sheet with a fresh round of quantitative
easing.
The rapid and extraordinary expansion of the Fed’s
balance sheet, which we expect to continue for
some time, has been an undeniable support to
markets. In addition, the Fed added broad-reaching
facilities to support a variety of credit markets, the
implementation of which helped arrest the freefall
in financial markets.

1 As of May 7, 2020.
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non-event). For investors, this is like trying to navigate
a plane through the Himalayas without windows or a
good map. We expect the Fed to continue to be
active with policies that pull us away from the cliff of a
financial crisis. But the economy is facing severe
challenges which will feed through to company
balance sheets, revenue and profits for the next
several quarters at least.
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Another support for equities is low interest rates.
Because the Fed is buying U.S. Treasury debt, the
government is able to issue hundreds of billions of
dollars of fresh debt without causing interest rates to
spike. Indeed, with the 10-year Treasury averaging
0.66% over the past month and cash earning 0%,
investors are going to be hard-pressed not to
consider going back into the equity market to
some degree.

The fear of missing out is strong right now. But for
investors, the recession will likely have a bigger
psychological impact that could continue for months.
The day-to-day uncertainty of seeing friends,
neighbors and family become unemployed or
perhaps lose their business, on top of the continued
health crisis, will increase the desire to limit losses and
reduce the tolerance for volatility. The very human
desire to time the market should not overshadow the
long-run investment goals of diversification and
income, which could become even more important
during the economic challenges in the months ahead.

FOMO vs. the recession
The disparity between market performance and the
economy is top of mind for investors these days.
At the root of this is most likely the concern that they
have missed out on the rebound. However, if we have
learned one lesson from multiple economic cycles,
credit cycles and bouts of volatility, it is the danger of
catching a falling knife. In other words, you can’t look
back at a graph and be upset that you missed a
bottom. Investing is a marathon, not a sprint.
Right now, we may be seeing some of the worst of
the economic data. April will likely—hopefully!—be the
cruelest unemployment report of this cycle, and job
losses will hopefully slow going forward. However, the
economic ramifications of the COVID-19 pandemic
are only just beginning to unfold. Markets are naturally
forward looking, which can easily swing both ways.
Should the pandemic last longer, or should a surge of
new cases cause another round of shutdowns,
markets could react with fresh volatility.
Finally, the idea that markets “can’t fight the Fed” is a
false premise. Fundamentals still matter, and right
now the future is less certain than ever. During the
earnings season that is just winding down, fully
one-third of companies abstained from giving 2020
guidance (another unprecedented event—or rather,
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Unless otherwise stated, all references to high yield bonds refer to ICE BofAML U.S. High Yield Master Index. References to equities refer to the S&P 500 and references to
senior secured loans refer to the S&P/LSTA Leveraged Loan Index.
This information is educational in nature and does not constitute a financial promotion, investment advice or an inducement or incitement to participate in any product, offering
or investment. FS Investments is not adopting, making a recommendation for or endorsing any investment strategy or particular security. All opinions are subject to change
without notice, and you should always obtain current information and perform due diligence before participating in any investment. FS Investments does not provide legal or
tax advice, and the information herein should not be considered legal or tax advice. Tax laws and regulations are complex and subject to change, which can materially impact
any investment result. FS Investments cannot guarantee that the information herein is accurate, complete or timely. FS Investments makes no warranties with regard to such
information or results obtained by its use, and disclaims any liability arising out of your use of, or any tax position taken in reliance on, such information. FS Investments
cannot be held responsible for any direct or incidental loss incurred as a result of any investor’s or other person’s reliance on the opinions expressed herein. Investors should
consult their tax and financial advisors for additional information concerning their specific situation.
Any projections, forecasts and estimates contained herein are based upon certain assumptions that the author considers reasonable. Projections are speculative in nature,
and it can be expected that some or all of the assumptions underlying the projections will not materialize or will vary significantly from actual results. The inclusion of
projections herein should not be regarded as a representation or guarantee regarding the reliability, accuracy or completeness of the information contained herein, and neither
FS Investments nor the author are under any obligation to update or keep current such information.
All investing is subject to risk, including the possible loss of the money you invest.
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