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Chapter 1
So, You Want to Invest
in Shares

f you’ve been hearing about the sharemarket for a long time,
but you’re only now taking the plunge, welcome aboard. There
simply isn’t a better place to invest money.

You’re probably already familiar with shares and how they gener-
ate long-term wealth. In that case, you may want to skim through
Chapter 1 and Chapter 2 quickly and then move on to Chapter 3 for
an in-depth view of investment strategies. If that isn’t the case,
you’re in the right spot to get started.

Investing Is All about Timing

Australians are among the world’s most avid share investors, with
the Australian Securities Exchange (ASX) reporting in its 2020
Australian Investor Study that 35 per cent of the adult population, or
6.6 million people, directly own listed investments — a term that
covers shares, real estate investment trusts (REITs), exchange-
traded funds (ETFs), listed investment companies (LICs), listed
hybrid securities and anything quoted on an exchange (the ASX
and international exchanges). The figure is slightly lower than the
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37 per cent of adult investors who owned on-exchange invest-
ments in the 2017 Australian Investor Study.

While this proportion has fallen from the 55 per cent that owned
shares in the ASX Share Ownership Study in 2004, the ASX now looks
more broadly at investing. The ASX used to compare Australia’s
share ownership levels with its overseas peer-group of markets,
but differences in methodology mean that it no longer does so. For
example, official US data measures share ownership — directly or
indirectly — by households. A survey released by polling group
Gallup in April 2020 found that 55 per cent of American house-
holds reported having money invested in the sharemarket, either
in an individual stock, a mutual fund or a retirement account. That
figure was down from 60 per cent before the ‘Great Recession’
(what we in Australia would call the global financial crisis or GFC)
of December 2007 to June 2009.

The ASX’s 2020 Australian Investor Study found that:

¥ 9 million adult Australians own investments outside of
superannuation and their primary residence.

¥ Of those 9 million, 6.6 million own on-exchange investments,
making them the most widely used type of investment.
Other options invested in included investment properties
(residential or commercial), unlisted managed funds and
term deposits.

¥ Of the 6.6 million who own on-exchange investments,
58 per cent own shares listed on an Australian exchange and
15 per cent own shares listed on an international exchange.

3 15 per cent of Australian investors own ETFs.

In addition to this data, Australian investors own a further $1.2
trillion worth of shares (domestic shares of $595 billion and
international shares of $600 billion) managed for them in their
superannuation accounts. So, chances are you’ve dipped your toes
in the sharemarket pond (at least indirectly) before picking up
this book.

Figure 1-1 shows share investing trends in Australia from 1986
to 2020.
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Ownership of on-exchange investments, proportion of adult population
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Source: 2020 Australian Investment Study, Australian Securities Exchange

Note: Where earlier data relies on ownership of shares, the studies since 2014 have used
ownership of all listed investment products offered at ASX, which includes shares.

FIGURE 1-1: Ownership of on-exchange investments in Australia 1986-2020.

‘Hang on,’ you say, ‘doesn’t the sharemarket crash and correct
regularly? What about the headlines that talk of billions of dollars
of investors’ savings being wiped off the value of the sharemarket
in a day?’ (See the sidebar ‘What just happened? The COVID-19
crash at a glance’, later in this chapter.)

Occasionally, that happens. No-one who goes into the sharemar-
ket can afford to ignore the fact that, from time to time, share
prices can suddenly move in an extreme fashion — sometimes
up, sometimes down. When share prices move down, they attract
media headlines. However, what the headlines don’t tell you
is that on most other days, the sharemarket is quietly adding
billions — or even just millions — of dollars in value to investors’
savings.

The unique qualities of shares or stocks (the terms are used
interchangeably in Australia) as financial assets make the share-
market the best and most reliable long-term generator of per-
sonal wealth available to investors. Since 1900, according to AMP
Capital, Australian shares have earned a return of approximately
11.5 per cent a year, split fairly evenly (48 per cent to 52 per cent)
between capital growth and dividend income respectively.
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And since 1950, according to research firm Andex Charts, the S&P/
ASX All Ordinaries Accumulation Index (which assumes all dividends
are reinvested) has delivered an average return of 11.8 per cent a
year, for a real (after-inflation) return of 6.9 per cent a year. In the
30 years to 31 December 2019, says Andex Charts, the same index
has earned 9.2 per cent a year, for a real return of 6.7 per cent
a year.

In 1985, the Australian stock market was valued at $76 billion,
about one-third of Australia’s gross domestic product (GDP —
the amount of goods and services produced in the Australian
economy). In April 2020, the stock market was valued at $1,760
billion — down from $2,200 billion before the COVID-19 crash —
while GDP was about $2,070 billion. Although the nation’s eco-
nomic output has grown just over nine times since 1985, the value
of the stock market has grown by almost 29 times.

Investing is about building wealth for yourself so that you can
have the lifestyle you want, educate and give your children a good
start in life, and ensure that you have a well-funded, carefree
retirement.

When you invest in shares, you get a number of advantages,
such as:

3 The opportunity to buy a part of a company for a small
outlay of cash

¥ Ashare of the company’s profits through the payment of
dividends (a portion of company profits distributed to
investors)

3 The company's retained earnings working for you as well
¥ The possibility of capital gains as the price rises over time

3 An easy way to buy and sell assets

The sharemarket is unbeatable as a place for individuals to build
long-term wealth. Shares can provide long-term capital growth
as well as an income through dividends — more than half of the
long-term return from the sharemarket comes from dividends.
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TRACKING AUSTRALIANS' LOVE
OF THE SHAREMARKET

Australia is generally considered to be second only to the US as the
world's leading share-owning democracy. But that is a relatively
recent development, with share ownership starting its rise from 1991.

That year, only 9.9 per cent of the adult population owned shares and
total Australian share ownership (including retail managed funds)
stood at only 21.8 per cent. Perhaps the memories of the 1987 share-
market crash and the 1990-1991 recession were too vivid for
Australians to trust the sharemarket back then. But two major factors
sent the Australian shareholder population booming in the 1990s.

The first was a wave of privatisations, in which government-owned
businesses were sold through the sharemarket. Prominent among
these were Telstra, the Commonwealth Bank, Qantas, CSL and the
former Totalisator Agency Boards (TABs) of New South Wales, Victoria
and Queensland.

The second was a succession of demutualisations, in which mutually
owned insurers and cooperatives converted their structure to share-
based companies and listed on the sharemarket. In this way, AMP,
National Mutual (which then became AXA Asia-Pacific, which merged
its Australian business with AMP in March 2011 and sold its Asian
business to the French parent, AXA), the NRMA (now Insurance
Australia Group) and even the ASX itself joined the sharemarket. Both
AMP and Telstra brought more than one million first-time investors to
the sharemarket.

By 1999, 54 per cent of Australian adults owned shares (41 per cent
directly), but this fell to 50 per cent (37 per cent directly) by 2002, in
the aftermath of the 2000 ‘tech crash’. The recovery from that slump
saw share ownership rise again, to 55 per cent (44 per cent directly)
by 2004, making Australia seemingly a serious contender for world
leader. But ownership of listed investments appears to have been
dented by the GFC slump of 2007 to 2009, which knocked the market
index, in price terms, off its perch for close to 12 years (although divi-
dends helped the index get into clear water much quicker than that).

CHAPTER 1 So, You Want to Invest in Shares
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The sharemarket has an exaggerated reputation as a sort of Wild
West for money and, therefore, can be a daunting place for a new
investor. The sharemarket is a huge and impersonal financial
institution; yet, paradoxically, it’s also a market that’s alive with
every human emotion — greed and fear, hope and defeat, elation
and despair. The sharemarket can be a trap for fools or a place
to create enormous wealth. Those who work in the industry see
daily the best and worst of human behaviour. And you thought the
sharemarket was simply a market in which shares were bought
and sold!

Of course, the sharemarket is precisely that — a place for buy-
ing and selling shares. Approximately $5 billion worth of shares
change hands every trading day (that surged to $10.5 billion in
the frenzy of February—March 2020). Shares are revalued in price
every minute, reacting to supply, demand, news and sentiment, or
the way that investors collectively feel about the likely direction of
the market. The sharemarket also works to mobilise your money
and channel your hard-earned funds to the companies that put
those funds at risk for the possibility of gain. That ever-present
element of risk, which can’t be neutralised, makes the sharemar-
ket a dangerous place for the unwary. Although you take a risk
with any kind of investment, being forearmed with sound knowl-
edge of what you’re getting into and forewarned about potential
traps are absolutely essential for your survival in the market.

Finding Out What a Share Is

14

Companies divide their capital into millions (sometimes billions)
of units known as shares. Each share is a unit of ownership in the
company, in its assets and in its profits. Companies issue shares
through the sharemarket to raise funds for their operating needs;
investors buy those shares, expecting capital gains and dividends.
If the company fails, a share is also an entitlement to a portion of
whatever assets remain after all the company’s liabilities are paid.
The following is a partial list of share definitions.

A share is

¥ Technically a loan to a company, although the loan is never
repaid. The loan is borrowed permanently — like the car
keys, if you have teenagers.
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¥ Afinancial asset that the shareholders of a company own,
as opposed to the real assets of the company — its land,
buildings and the machines and equipment that its workers
use to produce goods and services. Tangible assets generate
income; financial assets allocate that income. When you buy
a share, what you're really buying is a share of a future flow
of profits.

¥ Aright to part ownership, proportional to the number of
shares owned. In law, the part of the assets of a company
owned by shareholders is called equity (the shareholders’
funds). Shares are sometimes called equities. They are also
called securities because they signify ownership with certain
rights.

Now you know what you’re getting when you buy shares. You
become a part-owner of the company. As a shareholder, you have
the right to vote on the company’s major decisions. Saying ‘I’'m
a part-owner of Qantas’ sounds so much more impressive than
‘’m a Qantas Frequent Flyer member’. Just remember not to
insist on sitting in with the pilots; as a shareholder, your owner-
ship of Qantas is a bit more arm’s-length than that. That’s what
shares were invented to do — separate the ownership of the com-
pany from those who manage and run it.

Sharing the profit, not the loss

When you’re a shareholder in a company, you can sit back and
watch as the company earns, hopefully, a profit on its activities.
After paying the costs of doing business — raw materials, wages,
interest on any loans and other items — the company distributes
a portion of the profit to you and other shareholders; the rest is
retained for reinvestment. This profit share is called a dividend,
which is a specified amount paid every six months on each share
issued by the company. Shareholders receive a dividend payment
for the total amount earned on their shareholding.

If the company takes a loss, shareholders are not required to
make up the difference. All this means is they won’t receive a divi-
dend payment that year, unless the company dips into its reserves
to pay (for more on dividends, see the section ‘Dividend income’
later in this chapter). However, if a company has too many non-
profitable years it can go under, taking both its original invest-
ment and its chances of capital growth with it.
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Companies that offer shares to the public are traded on the share-
market as limited companies, which means the liability of the
shareholders is limited to their original investment. This origi-
nal investment is all they can lose. Suits for damages come out
of shareholders’ equity, which may lower profits, but individual
investors aren’t liable. Again, shareholders won’t be happy if the
company continues to lose money this way.

Understanding the market
in sharemarket

Shares aren’t much good to you without a market in which to
trade them. The sharemarket brings together everybody who
owns shares — or would like to own shares — and lets them
trade among themselves. At any time, anybody with money can
buy some shares.

The sharemarket is a matchmaker for money and shares. If you
want to buy some shares, you place a buying order on the market
and wait for someone to sell you the amount you want. If you want
to sell, you put your shares up for sale and wait for interested
buyers to beat a path to your door.

The trouble with the matchmaker analogy is that some people
really do fall in love with their shares. (I talk about this more in
Chapter 7.) Just as in real love, their feelings can blind them to the
imperfections of the loved one.

Shares are assets that are meant to do a job — to make money for
you as the investor and your family. Making money is what the
right shares do, given time.

Because shares are revalued constantly, the total value of a port-
folio of shares, which is a collection of shares in different com-
panies, fluctuates from day to day. Some days the portfolio loses
value. But over time, a good share portfolio shrugs off the volatil-
ity in prices and begins to create wealth for its owner. The more
time you give the sharemarket to perform this task, the more
wealth the sharemarket can create.
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Buying Shares to Get a Return

Shares create wealth. As companies issue shares and prosper, their
profits increase and so does the value of their shares. Because the
price of a share is tied to a company’s profitability, the value of
the share is expected to rise when the company is successful. In
other words, higher-quality shares usually cost more.

Earning a profit

Successful companies have successful shares because investors
want them. In the sharemarket, buyers of sought-after shares
pay higher prices to tempt the people who own the shares to part
with them. Increasing prices is the main way in which shares cre-
ate wealth. The other way is by paying an income or dividend,
although not all shares do this. A share can be a successful wealth
creator without paying an income.

As a company earns a profit, some of the profit is paid to the com-
pany’s owners in the form of dividends. The company also retains
some of the profit. Assuming that the company’s earnings grow,
the principle of compound interest starts to apply (see Chapter 3
for more on how compound interest works). The retained earn-
ings grow, and the return on the invested capital grows as well.
That’s how companies grow in value.

Ideally, you buy a share because you believe that share is going to
rise in price. If the share does rise in price, and you sell the share
for more than you paid, you have made a capital gain. Of course,
the opposite situation, a capital loss, can and does occur — if
you’ve chosen badly, or had bad luck. These bad-luck shares, in
the technical jargon of the sharemarket, are known as dogs. The
simple trick to succeeding on the sharemarket is to make sure
that you have more of the former experience than the latter!

When creating wealth, shares consistently outperform many
other investments. Occasionally you may see comparisons with
esoteric assets, such as thoroughbreds, or art, or wine, which
imply that these assets are better earners than shares. However,
these are not mainstream assets, and the comparison is usually
misleading. The original investment was probably extremely hard
to secure and not as accessible, and not as liquid (easily bought
and sold) as shares.

CHAPTER 1 So, You Want to Invest in Shares 17
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Of the mainstream asset classes, in terms of creating wealth over
the long term, shares usually outdo property and outperform
bonds (loan investments bearing a fixed rate of interest) — espe-
cially once the impact of franking credits (see Chapter 10) is taken
into account.

Investing carefully to avoid a loss

Shares offer a higher return compared to other investments, but
they also have a correspondingly higher risk. Risk and return
always go together — an inescapable fact of investment, as I dis-
cuss in Chapter 4. The prices of shares fluctuate much more than
those of property, while bonds are relatively stable in price. The
major risk with shares is that, if you have to sell your shares for
whatever reason, they may, at that time, be selling for less than
you bought them. Or they may be selling for a lot more. This is the
gamble you take.

Everybody who has money faces the decision of what to do with it.
The unavoidable fact is that anywhere you place money, you face
a risk that all or part of that money may be lost, either physically
or hypothetically, in terms of its value. The simplest strategy is to
deposit your money in a bank and leave it there. However, when
you take the money out in the future, inflation (the rate of change
in prices of everyday items) may decrease its buying power.

Risk is merely the other side of performance. You can’t have high
returns without running some risk. You can lower risk through
the use of diversification — the spreading of your invested funds
across a range of assets, as explained in Chapter 5.

Trying to avoid risk is self-defeating because you’re passing up
the chance of any return, which is why you invest in the first
place. So, accept risk, manage your level of risk and don’t lose
any sleep.

Making the Most of Share Investing

Investing in shares offers five big pluses. The first two pluses that
I discuss in this section are the most critically important. The
other three pluses are bonuses, one literally so.
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Capital growth

As a company’s revenue, profits and the value of its assets rise,
so does the market price of its shares. Subjective factors, such as
the market’s perception of the company’s prospects, also play a
part in this process. After you’ve looked through this book, you’ll
know how to put together a share portfolio that makes the most
of this crucial ingredient — capital growth.

Shares are the undisputed champion of long-term capital growth
(which I talk about further in Chapter 3). As the magic of com-
pounding interest gets to work on the higher returns generated by
shares, your portfolio starts to build wealth at an unmatched rate.
The longer you hold your sharemarket investment, the better its
performance over any other investment. By following a few basic
rules (see the strategies for investment, also in Chapter 3), you
can be confident your investment can keep on growing.

Dividend income

Shares may generate for their owners an income, which is called
a dividend (a portion of company profits distributed to investors).
The dividend is another important method for generating inves-
tor wealth. The dividend is paid in two portions — an interim
dividend for the first six months of the financial year, and a
final dividend for the second half. The two amounts make up the
annual dividend. Not every company pays a dividend, but the pay-
ing of dividends is a vital part of becoming a member of that elite
group of shares known as blue chips.

Franking credits are not dividends paid directly to an investor but
arise through the system of dividend imputation, in which share-
holders receive a rebate for the tax the company has already paid
on its profit. The flow of franking credits from a share portfolio
can reduce, and in some cases abolish, your tax liability. (I look at
dividend imputation in detail in Chapter 10.)

Shareholder discounts

Recently another reason for owning shares — or, more cor-
rectly, a bonus for shareholders — has emerged in the form of
the discounts companies offer to shareholders on their goods
and services. Many companies offer some form of discount, and
the number of companies making these offers is growing. These
businesses realise that any inducement they can give people to
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buy their shares makes good marketing sense. Shareholder perks
range from holiday deals to wine, shopping and banking dis-
counts. For example, vitamins and supplements maker Black-
mores offers shareholders a 30 per cent discount on purchases of
some of its range, while Event Group shareholders can get dis-
counted accommodation and dining at some of its Rydges, Atura
or QT hotels, as well as discounts at Thredbo Alpine Resort and at
the company’s Event Cinemas, Greater Union, BCC and GU Film
House cinemas.

Liquidity

A major attraction of shares as an asset class is that they are
extremely liquid, meaning that you can easily buy and sell them.
Through your broker’s interface to the stock exchange’s trading
system, ASX Trade, virtually any number of shares put on the
market by a seller can be matched with a buyer for that number of

shares. Some shares are less liquid than others; therefore, if you
buy unpopular shares, they may be hard to sell.

Divisibility

A share portfolio is easily divisible. If you, the shareholder, need
to raise money by selling some shares, you can sell any number
to raise any amount. Divisibility is a major attraction of shares as
compared to property. You can’t saw off your lounge room to sell

it, but you can sell 500 Telstra shares with one phone call — or
with the click of a mouse.

Guarding Against Risk

REMEMBER

Shares are the riskiest of the major asset classes because no
guarantees exist as to the likelihood of capital gains. Any inves-
tor approaching the sharemarket must accept this higher degree
of risk.

Share prices fluctuate continually and can move in a downward
direction for extended periods of time. You can’t get a signed,
sealed and delivered guarantee that a share’s price will rise at all
after you buy it.
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WHAT JUST HAPPENED? ANATOMY
OF A CRASH

Sharemarket slumps are an occupational hazard to investors, but the
COVID-19 crash of February-March 2020 was a doozy, mostly
because of its unexpected source — the outbreak of a mysterious
disease.

Coming into 2020, all was looking fine on the sharemarket front. The
S&P/ASX 200 finished 2019 up 18.4 per cent, which was its best year
since its 30.9 per cent climb in 2009 in the first rebound from the
depths of the GFC. In the US, the benchmark S&P 500 index surged
by 28.9 per cent in 2019 to end the year at a record high, at 3230.8
points. Global shares surged to their best year since 2009, up 24 per
cent for the year and 88 per cent for the decade, according to MSCI's
all-country world index of stock performance in 49 countries.

That positive tone continued at the outset of 2020. By 19 February,
the S&P 500 index was already 4.8 per cent to the good for 2020 so
far; the S&P/ASX 200 was doing even better, up 6.8 per cent.

And then. ..

The sharemarket began to realise that the world was potentially deal-
ing with the most lethal global pandemic in decades.

Early 2020 saw a steady trickle of news about a mysterious disease,

a new virus, that had been reported in China in late December. On

23 January, Chinese authorities shut down Wuhan, a city of 11 million,
and Beijing also cancelled plans for Chinese New Year festivities and
closed the Forbidden City. In January, the first cases outside China
were also reported, in South Korea, Singapore and Vietnam.

By 24 January, cases of the new 2019-nCoV (the coronavirus) were
reported in Japan and the US. On 25 January, France reported the first
European cases. On 30 January, the World Health Organization (WHO)
named the Coronavirus outbreak a Public Health Emergency of
International Concern. By 31 January, confirmed cases in China had
reached 11,791, with 259 deaths, and the US declared the 2019-nCoV
outbreak a public health emergency domestically. The UK, Russia,
Sweden and Spain also confirmed their first 2019-nCoV cases.

(continued)
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At the end of January, the US began denying entry to non-US nationals
who had travelled to China within the preceding two weeks. This was
the first such travel restriction by the US in more than 50 years.

On 2 February, the first death outside China occurred, in the
Philippines. By 10 February, the UK health department declared 2019-
nCoV an ‘imminent threat' to public health, allowing the government
to forcibly quarantine individuals. Then, on 11 February, WHO
assigned the novel coronavirus its official name: COVID-19. WHO
Director-General Tedros Adhanom Ghebreyesus called the outbreak
a ‘very grave threat for the rest of the world." A United Nations Crisis
Management Team was activated.

By mid-February, France had reported the first death from COVID-19
outside of Asia — an 80-year-old Chinese tourist from Hubei province.
A week later, Italy had the largest outbreak outside Asia, with 16 cases
in a day, including one death.

By 19 February, the sharemarket seemed finally to have noticed the
emerging global health crisis. But COVID-19 was still largely consid-

ered China’s problem, even after multiple cruise ships, South Korea
and Iran had started reporting significant case numbers.

The initial downward moves on the sharemarket did not seem too
worrying. A succession of minor falls from 20 February took the slide
to 12 per cent — officially into ‘correction’ territory (a fall of 10 per
cent or more).

Nonetheless, alarm mounted. On Friday 28 February, the US saw the
biggest value turnover ever, with US$986 billion (A$1.5 trillion) worth
of shares traded; the Australian market also set a record, with

$14.7 billion worth of trades pushed through (a typical day sees just
over $5 billion traded).

And despite some gains after the US Federal Reserve cut its Federal
Funds Rate by 0.5 percentage points to 1 to 1.25 per cent, citing the
‘evolving risks to economic activity’ posed by the virus, by Friday

6 March, the S&P 500 was once more down by more than 12 per cent
from its high.

By then more than 110,000 cases of COVID-19 had been reported
around the world, with at least 3,600 deaths. The US had 70 cases
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when it reported its first death, on 29 February. (It was later reported
that the first US COVID-19 death had actually occurred on 6 February.)

Investors were now starting to appreciate the economic impact of the
virus, as travel was reduced and companies worldwide began asking
staff to work from home where they could. Airline and travel stocks
were starting to be hit.

Monday 9 March was the day COVID-19 — helped by a slump in the
price of oil following news of the demise of a Russia-Saudi Arabian
agreement to keep a curb on production to maintain oil prices —
caught up with the global sharemarkets with a vengeance. The price
of oil fell by more than 30 per cent. ‘Black Monday’ saw the S&P

500 lose 7.6 per cent, and the Dow Jones Industrial Average drop by
more than 2,000 points in a day for the first time ever, a decline of
7.8 per cent. In London, the FTSE 100 index lodged its fifth-worst day
in history, plummeting by 7.7 per cent. France, Germany and Spain all
lost about 8 per cent, outstripping the depths of the Eurozone sover-
eign debt crisis. The biggest sell-off came in Italy, with stocks in Milan
collapsing by more than 11 per cent. The Australian market fell

7.3 per cent — a $155 billion loss.

The situation continued to deteriorate. On 11 March, WHO declared
COVID-19 a pandemic. The US sharemarket responded with a

9.5 per cent fall in the S&P 500. On Friday 13 March, President Trump
declared a national emergency, instituting travel restrictions into

the US (at this stage, the US had 2,100 cases and 50 deaths).

All three major US indexes — the S&P 500, the Dow Jones and the
Nasdag Composite (see Chapter 2) — were now officially in ‘bear
markets’ (so called because ‘bears’ bear down, defined as a fall of

20 per cent or more). Not only that, they had fallen 20 per cent from a
record high at the fastest pace in their histories. It took just 16 trading
days for the Nasdaq and S&P 500 to lose 20 per cent, and 19 sessions
for the Dow Jones. The US sharemarket rallied 9.3 per cent on the S&P
500 on Friday 13 March — its best day since 2008 — but still closed
down more than 8 per cent for the week.

On the same Friday the 13th, the Australian S&P/ASX 200 index
plunged 431 points, or 8.1 per cent, to a four-year low; before turning
around and surging by 13.7 per cent, to finish up 4.4 per cent for the
day. That is the Australian market's best intra-day bounce on record.

(continued)
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To put that in perspective, the Australian sharemarket's average
annual return over 100 years has been 11.5 per cent a year — but on
that Friday, it beat that average return in a matter of hours. At its low-
est point, the S&P/ASX 200 had fallen by 32 per cent from its record
high of 7,162.5 points, just three weeks earlier — the fastest shift from
bull market to bear market in history.

The markets were only warming up. Volatility continued, but by
Monday 23 March, the S&P 500 was down by 33.7 per cent from its
February peak; the Australian S&P/ASX 200 was down by 36.5 per
cent, in just 22 trading days, shedding $680 billion in value.

But somehow, although no-one knew it at the time, a temporary floor
had been established, on 23 March.

Then came the recovery, which was still ongoing at the time of writing.

You can minimise but never avoid the risk that accompanies
investing in shares. Share investment is riskier than alternative
investments, but after you discover how to keep that risk under
control, you can use this knowledge to build wealth for you and
your family. I discuss the possible risks you can encounter and
how to minimise their effects in Chapter 4.

BOUNCING BACK FROM COVID-19:
A DELUSIONAL RECOVERY?

Sharemarkets are always forward-looking, but the blithe nature
of the recovery post-March 23 2020 had many describing them as
delusional. Because the economic numbers coming out of the
COVID-19 pandemic were diabolical.

The US economy shrank by 4.8 per cent in the March 2020 quarter.
The UK fell by 7.7 per cent; Germany fell 8.6 per cent. The European
Union (EU) economy shrank 3.5 per cent in the first quarter of 2020 —
its worst quarterly drop since the EU started collecting the data in
1995 — representing a 14.4 per cent annual fall. The growth engine of
the global economy — China — reported a 6.8 per cent contraction in
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its economy, down from 6 per cent growth in the last quarter of 2019,
and its first shrinkage in GDP since the end of the Cultural Revolution
in 1976. The Australian economy fell 1.2 per cent on a 12-month basis.

And these figures, alarming as they were, are expected only to worsen
by the time that June 2020 figures come out, and reveal the full eco-
nomic impact of countries’ lockdown’ policies to fight the spread of
COVID-19. For example, the Reserve Bank of Australia (RBA) said in
May that GDP could fall by 10 per cent on June 2020 numbers.

Simply put, countries were dealing with an economic dislocation very
different from the GFC, which was primarily a financial system prob-
lem that spilled over into the global economy. Companies could still
operate, world trade went on, and people could still consume goods
and services, and travel.

The GFC started with the bursting of a housing bubble in the US,
which damaged household balance sheets, forcing a collective shift
towards saving and paying down debt rather than spending. This
exposed vulnerabilities in a highly-leveraged banking system and, as
counter-party confidence collapsed, the financial system froze up.
This all manifested itself in a collapse in demand.

In the COVID-19 downturn, the collapse in total activity — supply and
demand — is being caused by a public-health emergency, which has
not only removed the demand for many goods and services but in
many cases also closed down all the intricate cross-linkages within the
global economy, shutting down supply chains virtually overnight.
People are restricted in their movements; many cannot go to the
workplace and must work remotely. Most companies cannot operate
at anywhere near full capacity.

Apart from the industry sectors most obviously affected by COVID-

19 — think airlines, cruise ships, hotels, restaurants and casinos — the
impact of the pandemic shutdowns and having populations in isola-
tion rippled through every sector, with the possible exception of
online retail, delivery firms, and the suddenly ubiquitous services that
enabled the new ‘work-from-home’ revolution, such as group-chat
service Zoom. Banks and insurers wilted on the back of expected
increased customer loan defaults and bigger pay outs for cancelled
events and holidays.

(continued)
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(continued)

Globally, the loss of employment was colossal, and sudden. From
early March, the COVID-19 recession saw job losses and welfare
claims surge around the world, as economies and borders were
deliberately shut down in an effort to contain the spread of the virus.
Countries braced themselves for the deepest peacetime recession
since the Great Depression of the 1930s.

More than 20 million people in the US lost their jobs in April, and the
unemployment rate more than trebled (from 4.4 per cent in March to
14.7 per cent in April) as the pandemic shuttered the world's largest
economy. A decade’s worth of job gains in the US was wiped out in
less than two months.

In Australia, almost one million people lost their jobs between mid-
March and mid-April, of 10 million on employer payrolls. The
International Labour Organization (ILO) said in April that 305 million
jobs could be lost by June 2020 in the formal economy, and 1.6 billion
jobs in the informal economy, nearly half the global workforce.

Of course, economies were not going under without governments
and central banks fighting to save them. In February, the US Senate
passed a US$2 trillion (A$3.1 trillion) COVID-19 aid bill, the largest eco-
nomic stimulus in US history. In Australia, the federal government's
economic support package totalled A$259 billion, about 11 per cent of
GDP. By mid-May, according to Reuters' calculations, central banks
and governments in the major economies worldwide had launched a
combined US$15 trillion (A$23.1 trillion) worth of stimulus measures
to bolster their economies against the pandemic-caused downturn —
equivalent to about 17 per cent of the US$87 trillion (A$133 trillion)
global economy in 2019. These astonishing sums will swell govern-
ment and central bank balance sheets and deficits to peacetime
highs, but were judged to have no alternative.

Governments and central banks were fighting the moving target of
COVID-19, with case numbers and deaths continuing through April
and May, and fears of a ‘second wave' in June.

On the back of these ‘whatever it takes’ measures, however, share-
markets started to recover from 23 March. (Incidentally, the limita-
tions of the terms ‘bull market’ and ‘bear market’ were shown in
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mid-April 2020, when the Australian S&P/ASX 200 index was —
technically speaking — in both simultaneously. It was up 25 per cent
since the March low, but down 23 per cent since the February high!)

In April, the S&P 500 and the Dow Jones posted their largest monthly
percentage gains since January 1987, up 12.8 per cent and 11.2 per cent
respectively, with the Nasdaq Composite having its best month since
June 2000, surging 15.5 per cent. These followed slumps in March of
13.6 per cent (Dow Jones), 12.4 per cent (S&P 500) and 10 per cent
(Nasdag Composite). In Australia, having posted a record monthly loss
of 20.7 per cent in March, the S&P/ASX 200 enjoyed its best month
ever in April, up 8.8 per cent.

By the end of May 2020, the S&P 500 index was up 36.1 per cent from
its March low, to be just 10.1 per cent lower than the February high.
Its Australian counterpart, the S&P/ASX 200, was up 26.6 per cent
from its March low, to sit 26.6 per cent lower than the February high.

To many investors, this seemed strange, given that no-one could fore-
cast company earnings over the next couple of years and hope to be
anywhere near certain. Many investors warned of a second slump,
possibly in August 2020 (after the release of June-quarter economic
data), or worse, if a second wave of COVID-19 cases does eventuate.

It definitely wasn't as if, at the end of May 2020, the virus outbreak
had been defeated, and at the time of writing a vaccine has not yet
been confirmed. But sharemarkets decided to look into the future —
as they always do — and to be optimistic.

One thing that investors do know, from the long-term track record of
the sharemarkets, is that they will eventually regain — and surpass —
their previous highs. But, as usual after a crash, no-one can predict
how long that will take.
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