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Stock market, real economy: The great paradox
Marie-Hélène Duprat

As the COVID-19 pandemic has plunged the global economy into an unprecedented recession in
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peacetime, stock market valuation multiples have, in general, returned to their historic heights.
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Never before has the relationship between economic reality and the reality of the stock market
been so loose. How to explain this strange disconnection? Three points stand out: a handful of
mega-cap stocks that drive indices upwards; a bet on the unconditional support of central
banks; ultra-low interest rates.

While the global economy plunges into a recession it has never known, in peacetime, for
nearly a century, stock markets, after suffering from an outbreak of panic in March, have, in
general, returned to their historic heights. Today, there is a striking contrast between stock
market indices that are at or nearing their zenith, which seem to anticipate a strong economic
recovery, and bond yields, at historic lows, which seem to predict a long period of weak growth or
non-growth (secular stagnation). How should we understand this apparent contradiction?
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A handful of mega-caps driving indices upwards
The spectacular stock market rebound in the face of the health crisis in the second quarter
has left many astounded. Inasmuch as the value of a stock reflects a company’s future profits
(or the updated value of its anticipated revenue flows), some may consider stock markets to be
good predictors of the future. And yet, we know that investors, victims of psychological biases
(herd behaviour, overconfidence, etc.), are not fully rational in the processing of information,
and that the simultaneous action of a large number of irrational investors can cause major
anomalies in valuation (over- or under-evaluation with regard to fundamentals).
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What should we take away from the recent surge in the stock market? There are winners in
this health crisis. Sectors such as healthcare, information technology, communications, and
consumer staples have only marginally suffered from the crisis, or even benefited from it. The
pandemic has given a tremendous boost to the digital transition, strengthening the dominance
of the web giants.
A handful of global large caps are driving indices upwards. Propelled notably by
technological stocks, Nasdaq climbed to unprecedented heights and the S&P 500 recovered all
of its losses. The GAFAMs (Google, Amazon, Facebook, Apple, Microsoft), whose index rose nearly
30% in T2 (the best quarter since Q4 1999), represent almost 40% of the Nasdaq index and more
than 20% of the S&P 500. The information technologies, communication and healthcare sectors
alone represent more than 52% of the US stock market capitalisation. But the valuations of the
winners of this crisis could evoke an exuberance that some might qualify as irrational.
Due to its composition, the stock market offers only a very distorted picture of the real
economy. This is not a V-shaped recovery that the market anticipates; what it is expressing is a
strong selectivity between the winners and the losers of the COVID-19 pandemic. For there are,
of course, losers in this crisis: many listed companies, in deeply affected sectors such as
transport and tourism, are struggling to pick themselves up again.

A bet on the unconditional support of public authorities
Aside from this handful of large caps, equity markets are stimulated by the record injection of
liquidities by central banks and the sheer scale of support plans put in place by
governments.
Investors have convinced themselves that in a time of crisis, central banks and
governments would come to their rescue. This conviction is not new; it dates back to the
Greenspan era when the Fed injected liquidities in the aftermath of the stock market crash of
1987. Investors then acquired the feeling that central banks would always be there to neutralise
their exposure to downside risk in the stock markets (the “Greenspan put”). But this sentiment is
now taking root in the light of the record scale of central banks’ asset buyback programmes,
notably in the United States, and the avalanche of billions spent to support the economy.

The search for yield in an ultra-low-rate environment
Another factor supporting the stock markets, and not the least important, is the ultra-low
interest rate environment. In an environment of low or negative rates, investors, in search of
yield, are turning towards more remunerative (but riskier) assets such as equities. What is more,
the lower the interest rates (which are used to discount future dividend flows) the higher the
valuation of equities.
And why are interest rates so low? Because the bond market expects the economy to remain
depressed and central banks to pursue ultra-accommodative policies for years to come.
One can then wonder whether the weaker the economy, the higher the valuation of the
stock markets is likely to be, amid bouts of volatility.
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