
In recent weeks, a bitter budget battle in Washington, downward revisions to U.S. economic 

data, and rising yields on Italian government bonds led to a sharp fall in stock prices around 

the world. This selloff turned into a rout following Standard & Poor’s decision to downgrade 

U.S. Treasuries from AAA status. Central banks around the world have responded to the very 

evident stress in financial markets, while fears of a “repeat of 2008” have led many individual 

investors to sell stocks and other risky assets. 

Although this fear has become central to the economic and market outlook, given its potential 

to slow economic activity and push markets lower, for investors, there are two critical points 

to consider. First, it is a close call as to whether this fear is actually enough to trigger another 

U.S. recession. Second, given big declines in stock prices and interest rates in what has, to this 

point, been a rising profit environment, valuations seem extreme with bonds looking 

expensive and stocks looking cheap. In other words, while fear is clearly a major factor, fear 

has also been factored into markets in a major way, pointing to the need for a balanced 

approach to investing.

A sudden summer slump

The turmoil that now envelopes global financial markets has come upon us with a frightening 

suddenness. Less than three weeks ago, on July 22th, the S&P 500 index closed at 1,345, up 

almost 7% for the year, while 10-year Treasury yields, at 2.99%, were widely expected to 

move higher as the economy gradually improved. Trading activity was relatively low and 

earnings reports were very positive. European governments had agreed to a comprehensive 

approach to their debt crisis and budget negotiations in Washington, while tedious, seemed to 

hold the promise of a grand compromise. The U.S. economy, although apparently growing by 

just under 2% annualized in the first half of the year, was widely expected to see stronger 

growth in the second, as temporary drags from higher oil prices and the Japanese tsunami 

subsided. 
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Chart 1:  STOCKS HAVE SLUMPED IN RECENT WEEKS
S&P 500 Index

Sources: Standard & Poor’s, FactSet, J.P. Morgan Asset Management.

Since then, and even after a big rally yesterday, the S&P 500 

is down by 12.8%, and 10-year Treasury yields have fallen to 

2.17%, barely above the lowest yield seen in the teeth of the 

financial crisis in 2008. While many investors are stunned by 

this turn of events, it is important to look at what caused this 

in order to figure out where we are likely to go from here.

Chart 2:  …AND VOLATILITY HAS SPIKED
CBOE VIX Index

Sources: CBOE, J.P. Morgan Asset Management.

Why markets took a dive

Three main themes have undermined financial markets over 

the past few weeks. From a U.S. perspective, star billing has 

to go to the debacle over the budget and the debt ceiling. 

Ever since the debt ceiling was last raised in December 2009, 

it was clear that it would need to be raised again in 2011. 

However, with the Republican takeover of the House of 

Representatives in the 2010 mid-term elections, it became 

clear that the next debt-limit increase would involve a fight. 

In particular, Republicans, concerned about the growth in 

government spending, demanded that any deal include cuts 

in future spending that were at least as large as the debt 

ceiling increase.

Many, including the President’s fiscal commission and the 

Chairman of the Federal Reserve, had argued for a balanced, 

phased-in approach to stabilizing the growth in federal debt 

including cuts to discretionary spending but also tax reform 

and entitlement reform, designed to increase revenues and 

reduce the growth in spending, particularly in health care 

programs. The vast majority of economists and politicians, 

however, recognized that the debt ceiling itself had to be 

increased, as a “cold-turkey” move from a deficit of roughly 

9% of GDP to 0% overnight could plunge the economy into a 

deep recession and threaten a default on U.S. debt. 

In July, Standard and Poor’s, one of three major U.S. credit 

rating agencies, put U.S. Treasury debt on credit watch for a 

downgrade from AAA status, and explicitly said that 

maintaining that AAA rating would require, in their view, a 

deal involving roughly $4 trillion in deficit reduction over the 

next decade.

In mid-July, the President and House Speaker John Boehner 

were working towards just such a deal including both 

revenue increases and cuts to entitlements. However, on 

Friday, July 21st, these talks broke down. Over the next 10 

days, markets began to slide as fears increased that the debt 

ceiling would not be increased by August 2nd, which the 

Treasury Department had earlier said was the drop-dead 

date for a debt ceiling increase.
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Finally, amidst all this debt angst, some U.S. economic 

numbers have looked softer. In particular, the pace of job 

growth has clearly fallen in recent months, housing remains 

very weak and light vehicle sales are down substantially from 

earlier in the year. Most damaging, however, in assessments 

of the U.S. economy has been the annual revision to GDP 

data, released at the end of July, which not only indicated an 

even deeper recession in 2008-2009 than earlier thought, 

but also showed that growth in the first half of 2011 was just 

0.8% annualized, less than half the growth expected and not 

nearly enough to generate real improvement in the job 

market. 

CHART 3: ECONOMIC GROWTH HAS BEEN REVISED DOWN
Real GDP – Q/Q SAAR

Sources: BEA, J.P. Morgan Asset Management.

The policy response

While this accumulation of bad news has clearly undermined 

financial markets over the past three weeks, the fall in stock 

prices may also reflect the painful memories of 2008/2009. 

At least some investors, seeing fear in the markets, may have 

decided to sell now and ask questions later. Regardless of 

the causes of the crisis, however, policy makers have taken 

some steps in response. 
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On Sunday, July 31st, the President and the leadership of 

Congress announced that they had a deal. However, this deal 

involved a commitment to cut spending by just $2.1 trillion 

over a decade while leaving entitlement reform and tax 

reform off the table. Many feared that this would not be 

enough to satisfy Standard and Poor’s, and last Friday, these 

predictions proved to be true, as, for the first time ever, U.S. 

Treasury debt was cut below AAA status.

Although Standard and Poor’s analysis of the budget outlook 

contained serious errors, and markets had plenty of time to 

adjust to the possibility of a downgrade, media coverage of 

the dismal budget battle and its disappointing aftermath 

clearly undermined investor confidence.

While the US debt debacle has had a starring role in the 

turmoil of the last few weeks, two other issues have also 

been important. 

First, the European debt crisis has flared up again. On July 

21st, European leaders agreed to a comprehensive approach 

to both the problems in Greece and in other troubled 

peripheral nations. This deal involved extending the duration 

and lowering the interest rates on loans, a commitment to 

European aid in “re-launching” the Greek economy, and a 

more activist approach by both the European Central Bank 

(ECB) and the European Financial Stability Fund (EFSF) in 

buying sovereign debt of troubled nations. Two weaknesses 

in this package, however, were that it included an effective 

default on some Greek debt (although labeled as haircuts 

“voluntarily” accepted by creditors) and the fact that the 

expanded powers granted to the EFSF would have to be 

agreed to by individual European parliaments which would 

take some time.

The reality of a partial Greek default has eroded investor 

confidence that Europe would stand behind the debt of all 

other sovereign nations, and this led to an increase in 

interest rates on both Spanish and Italian sovereign debt. 

These rising rates turned into a surge last Thursday, when 

the ECB indicated that it was only currently buying 

Portuguese and Irish bonds despite the increase in Italian 

and Spanish Interest rates. This led to a huge selloff in 

European stocks which triggered a similar decline on Wall 

Street.
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On the issue of the budget, while the process of getting to a 

deal was extraordinarily ugly, the reality is that the debt-

ceiling issue has been dealt with, at least into 2013, and, 

given the fallout from the debate, it may be a long time 

before anyone in Washington decides to use the debt ceiling 

as a hostage again. The budget cuts are not enough on their 

own to stabilize the debt. However, as Standard and Poor’s 

has admitted, the situation is not quite as dire as they initially 

thought, and recent data on the budget through the end of 

July suggest a slightly lower path for deficits than many 

feared at the start of the year. 

Also of immediate importance, the downgrade itself has not 

had major disruptive impacts on the operation of the 

financial system and, far from leading to an increase in 

Treasury rates, has been followed by a significant decline in 

rates. Apparently, Standard and Poor’s didn’t tell bond 

investors anything about the credit-worthiness of the U.S. 

government that they didn’t already know.

In Europe, at least for now, the debt crisis appears to have 

settled down. Europe has always had the resources and the 

tools necessary to deal with its debt problems. It always 

seems to take a crisis, but when crisis hits, European leaders 

continue to find the will to impose budget discipline on their 

own populations and a way to help other nations within the 

European Union. 

As for the U.S. economy, a better-than-expected July jobs 

report and a pick up in light vehicle sales, suggest that the 

economy was still growing, albeit slowly, as this crisis hit. 

However, this brings up the most important question. 

Daily tracking polls clearly show that confidence has fallen 

further as this crisis has unfolded. This lower confidence, 

among consumers, investors and employers, may have the 

potential on its own to tip the already weak U.S. economy 

into recession. It is very hard to handicap this risk. However, 

there are two aspects of it that should be considered.
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In Europe, on Monday, the ECB started buying Italian and 

Spanish bonds. We won’t know for some time the exact 

extent of these purchases. However, the very fact that they 

are intervening in this way has led to a significant decline in 

yields on these bonds. It’s important to note that, just as in 

the case of the Federal Reserve, there is literally no limit to 

the amount of government bonds a central bank can buy. 

They simply print new money (electronically, of course), buy 

the bonds, place the bonds on the asset side of their balance 

sheet and the money, which is their obligation, on the 

liability side. In the long run, the ECB has no desire to 

become the biggest creditor to European governments. 

Indeed, they recognize that this is a very slippery slope, 

particularly if governments use this “out” to avoid tough 

fiscal decisions. However, for those selling European debt 

short, it is a little intimidating to be battling an adversary 

with an unlimited wallet.

In the U.S., on Tuesday, the Federal Reserve changed the 

language in its normal post-FOMC meeting statement to 

indicate that it now expected economic conditions to warrant 

exceptionally low levels for the federal funds rate at least 

through mid-2013, a significant change in language from its 

old text which suggested an earlier rate hike.

This policy move may, in the end, have mixed results. 

Although the Fed presumably wishes to boost confidence, 

this statement may undermine it by suggesting that the Fed 

doesn’t think the economy will pick up anytime soon. In 

addition, three of the ten members of the FOMC voted 

against this change in language. Given that the real issue 

seems to be one of confidence, the fact that the FOMC is in 

disagreement about the state of the economy and the 

appropriate course of action is worrisome.

Nevertheless, after seesawing in the immediate aftermath of 

the Fed statement, stocks rose sharply by the end of the day 

while Treasury bond yields fell to their lowest levels since the 

worst of the 2008 financial crisis.

The fear factor

From a rational perspective, both the passage of time and 

the response of policymakers should neutralize the issues 

which have led to this financial market turmoil.
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First, purely looking at the position of the economy going 

into this crisis and considering the causes of prior recessions, 

the economy should be somewhat less vulnerable to 

recession than in the past. Recessions are normally 

concentrated in the cyclical sectors of the economy – areas 

like autos, home-building, business equipment spending and 

inventories. Normally a recession occurs when one of these 

areas goes from boom to bust. However, in the wake of the 

2008/2009 recession, none of these areas have fully 

recovered and it is pretty hard to collapse when you are 

already in the basement. In a similar vein, consumer 

confidence itself was very low even before the crisis hit – so 

although everyone is gloomier than three weeks ago, the 

change in attitudes may be less severe than is normally the 

case in the run up to a recession.

CHART 5: THE BIGGEST RISK IS FEAR ITSELF…
Rasmussen Survey of Consumer Confidence – 5 day moving avg.

Sources: Rasmussen Reports, J.P. Morgan Asset Management.

Chart 4:  THE CYCLICAL SECTORS LOOK TOO LOW 
ALREADY TO SEE A SIGNIFICANT COLLAPSE
Vehicle Sales – Millions, saar

Housing Starts – Thousands, saar

Manufacturing & Trade Inventories – Days of sales, s a

Real Capital Goods Orders – $ bn., sa

Sources: BEA, Census Bureau, FactSet, J.P. Morgan Asset Management.
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However, the other aspect of this to consider is the memory 

of 2008/2009 itself. Most of the time, when looking at the 

economy and financial markets, it is a matter of the dog 

wagging the tail – in the long run, the economy determines 

the market, not the other way around. A huge plunge in the 

stock market (such as occurred in 1987) which doesn’t move 

the economy much is then reversed. However, 2008 proved

to be a painful exception where market disruption actually 

resulted in a huge recession. The great danger of the current 

situation is that consumers, investors and particularly 

employers act based on that memory and hunker down for a 

new recession. Less spending by consumers would hurt as 

would further wealth losses from sliding stock prices. Most 

dangerous, however, would be a decision by employers to 

freeze hiring. There is a real danger that we could scare 

ourselves into recession.

How fear is factored in

While the risk of recession is real, for investors, it is 

important to recognize the degree to which fear is already 

factored in.

Scared investors have continued to flock to fixed income. At 

the close of trading yesterday, while Treasury yields had 

fallen to almost their lowest yields ever, so had corporate 

bond yields, with the average BAA corporate bond paying just 

5.28%, lower than its yield 99% of the time during the last 25 

years. The economy is not facing inflation but it is not facing 

deflation either, and, in the absence of deflation it is hard to 

see how high-quality corporate bonds bought today can 

provide any satisfactory return over the decade ahead.

Chart 6:  ….BUT FEAR ALREADY SEEMS FACTORED IN TO 
MARKETS
10-yr. Treasury Yields vs. S&P 500 Earnings Yield

Sources: Robert Shiller, FRB, J.P. Morgan Asset Management.

On the stock side, corporate profits have rebounded strongly 

over the past few years, with S&P 500 operating earnings 

hitting an all-time high in the second quarter of this year. 

With this, and with the decline in stock prices in recent 

weeks, the S&P 500 is now trading at just 10.5 times the 

earnings expected over the next year, well below the 16.4x 

forward P/E ratio which it has seen on average over the last 

decade.

Indeed, looking at the earnings yield on stocks (which is just 

the inverse of the P/E ratio) and the yield on Treasury bonds, 

stocks are now cheaper relative to bonds than they have 

been at any time over the past 30 years. This extreme in 

relative valuations suggests that markets have already priced 

in a very ugly outlook for the economy.
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Contact JPMorgan Distribution Services, Inc. at 1-800-480-4111 for a fund prospectus. You can also visit us at 
www.jpmorganfunds.com. Investors should carefully consider the investment objectives and risks as well as charges and 
expenses of the mutual fund before investing. The prospectus contains this and other information about the mutual fund. Read the
prospectus carefully before investing.

Any performance quoted is past performance and is not a guarantee of future results.

Diversification does not guarantee investment returns and does not eliminate risk of loss. 

Opinions and estimates offered constitute our judgment and are subject to change without notice, as are statements of financial market 
trends, which are based on current market conditions. We believe the information provided here is reliable, but do not warrant its accuracy or 
completeness. This material is not intended as an offer or solicitation for the purchase or sale of any financial instrument. The views and 
strategies described may not be suitable for all investors. This material has been prepared for informational purposes only, and is not 
intended to provide, and should not be relied on for, accounting, legal or tax advice. References to future returns are not promises or even 
estimates of actual returns a client portfolio may achieve. Any forecasts contained herein are for illustrative purposes only and are not to be 
relied upon as advice or interpreted as a recommendation.

The S&P 500 Index is widely regarded as the best single gauge of the U.S. equities market. This world-renowned index includes a 
representative sample of 500 leading companies in leading industries of the U.S. economy. Although the S&P 500 Index focuses on the 
large-cap segment of the market, with approximately 75% coverage of U.S. equities, it is also an ideal proxy for the total market. An investor 
cannot invest directly in an index. Indexes are unmanaged.

International investing involves a greater degree of risk and increased volatility. Changes in currency exchange rates and differences in 
accounting and taxation policies outside the U.S. can raise or lower returns. Also, some overseas markets may not be as politically and 
economically stable as the United States and other nations.  Investments in emerging markets can be more volatile. 

J.P. Morgan Asset Management is the marketing name for the asset management businesses of JPMorgan Chase & Co. Those businesses 
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Investment implications

Given all of this, how should investors behave today? Some may be tempted by the headlines to go to cash, even though the 

yield on money markets and CD’s is close to zero. 

However, a more logical approach would be to recognize that while fear has increased and that fear itself increases recession

risks, markets have already, to a large extent, priced in those risks. Over the next few weeks we will get a much clearer idea 

about whether the economy has the resilience to stay on growth path.  If it does, expect big increases in stock prices and interest 

rates. But if it doesn’t, current valuations suggest relatively limited downside for both.

This being the case, the best advice for investors is probably to remember their investment horizon and stick with a long-term 

portfolio which is appropriate for where they are in life. We may look back on these days as a market bottom, or markets may 

fall further before rebounding. However, while fear is the greatest factor in the investment environment today, history shows 

that it is those who invest based on logic, rather than emotion, who fare best in the wake of financial panic. 


