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August 5, 2011 

Stocks Plunge as Fears Mount 
 

Presenting at a conference last week I asked a 

series of provocative macroeconomic questions to 

a room full of industry veterans. I wasn’t 

particularly surprised to learn that most in the 

room didn’t know that the average starting salary 

for a MBA graduate in Brazil is $71,000 or that the 

average life of a car on the road in the U.S. today 

is 10 years. The response to my closing question 

however was particularly telling.  

 

Which country that is currently #2 in the world in 

natural gas production, #5 in the world in oil 

production, the world’s leading exporter of goods 

and services, will likely in 2050 not only have the 

world’s third largest population but more 

importantly the world’s third youngest population 

among large countries? 

A. China 

B. United States 

C. India 

D. Indonesia 

 

More than 40% of the respondents selected 

Indonesia. The answer of course is B, the United 

States. I wasn’t completely surprised at the 

results, although I would have thought that either 

China or India would have been the more 

common answer.  

 

I asked the question because I expected most 

people to get it wrong. My point? The United 

States has a lot going for it even as we grapple 

with a series of monumental challenges. In a week 

sandwiched between a late Sunday 

announcement of a debt deal that disappointed 

most everyone and word on Friday evening that 

Standard and Poor’s had downgraded U.S. debt 

to AA+, it’s easy to question whether the U.S. has 

lost its mojo. In between the two announcements 

stocks posted their worst weekly decline since 

March 2009 (S&P 500 Index fell 7.2%), oil prices 

plummeted and Treasuries rallied amid signs that 

the U.S. economic expansion is faltering and that 

the European crisis is spreading.  

 

As we celebrate the sixty-sixth anniversary of the 

victory in World War II this weekend, I’m still not 

ready to bet against the future of this country. I am 

however not naïve to the challenges that we face. 

Did we deserve to be downgraded? After all, the 

two other major U.S. rating agencies explicitly 

maintained their AAA rating. I believe we did. I find 

it hard to argue with S&P’s own analysis which 

blamed the downgrade on “the current level of 

debt, the trajectory of debt as a share of the 

economy, and the lack of apparent willingness of 

elected officials as a group to deal with the U.S. 

medium term fiscal outlook.”
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The downgrade announcement now becomes 

another in a long list of negative news for the 

markets to assess, but I expect the immediate 

impact on the Treasury market to be minimal. The 

death of U.S. Treasuries has been greatly 

exaggerated. Even with the possible downgrade in 

investors’ minds, U.S. Treasuries rallied 

significantly last week, and despite the AA+ rating 

I believe Treasuries will remain the world’s safe-

haven asset, especially with Japanese and Swiss 

policymakers pushing back last week against 

investors seeking refuge in their overvalued 

currencies. The bigger issue will be an erosion of 

confidence at a time when the U.S. economy can 

ill-afford a retrenchment by the world’s investors, 

consumers and businesses.  

 

Stepping back from the headlines, I find it hard to 

be long-term bearish with the stock market trading 

at 12 times earnings, short-term borrowing costs 

effectively at zero, companies sitting on treasure 

troves of cash, and the private sector actually 

creating jobs. Nonetheless markets are likely to be 

volatile as investors seek to reduce risk and timing 

the fluctuations remains especially dangerous. 
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For companies heavily dependent on growth in the domestic 

economy, earnings will likely disappoint. Key secular trends 

including the exponential rise in the emerging market middle class 

remain intact, however. We continue to look for high quality 

companies headquartered all around the world that are well 

positioned to take advantage of growth wherever in the world it 

may occur. Stock in many of these companies has become a 

whole lot cheaper over the past week. The opportunities are vast 

and haven’t changed because of a credit rating downgrade in the 

U.S. More than ever investors have to be more selective and 

maintain a longer-term view despite what the news of the day tells 

us. 

 

 
 

U.S. debt ceiling raised, austerity looming 
 

The debt deal was more significant for what it tells us about the 

limitations of fiscal policy than it does about resolving our budget 

deficit. While the deal provides some deficit reduction over the 

next ten years, the drag from fiscal consolidation in the coming 

years will have a real impact on total output. The planned cuts are 

not large in magnitude nor do they really hit in fiscal years 2011 

and 2012 but they are nonetheless contrary to what would be 

expected in a fragile economic environment, particularly for a 

country borrowing at no real funding cost. And even with no 

further action on the budget, income and payroll tax cuts and 

unemployment benefits all expire over the next year and a half. 

Whether your preferred version of stimulative fiscal policy calls for 

more spending or for reduced taxes, the federal government has 

neither the political nor the financial means to respond.  

 

Compounding the problem, the usual tools of monetary policy are 

now likely to be ineffective as well. In fact, aside from extending 

maturities on their securities holdings and keeping interest rates 

low, I don’t believe that there are any meaningful actions the 

Federal Reserve can take to stimulate the economy. Although we 

may see central banks around the world acting as the European 

Central Bank (ECB) has done to stabilize currency and debt 

markets, economic uncertainty, not high interest rates, is keeping 

businesses from borrowing, and households are generally working 

off the debt acquired during last decade’s credit boom not adding 

more. Despite the combined effect of persistently weak economic 

data, budget cuts in 2012 and the end of QE2, the economy will 

now be forced to stand on its own two feet without the fiscal and 

monetary crutches it may need. 

 

The U.S. economy is like that in-law who’s always after you for a 

loan. At some point you just have to say, “Go earn it yourself.”  If 

you read that thought as defeatist on my part, please remember 

my first paragraph. We’ve done as much before, and we will do so 

again. 

 

Private sector job creation beats expectations 
 

Fortunately not all is negative. After two months of disappointing 

job growth, U.S. non-farm payrolls increased by 117,000 in July 

and might have been higher if not for Minnesota’s temporary 

government shutdown. Private payrolls rose by 154,000, slightly 

faster than the average of the second quarter (140,000) but 

lagging the first quarter average (191,000). Private payrolls in May 

and June were also revised higher. Average hourly earnings 

popped 0.4% driven by improving job creation in higher paid 

industries. The unemployment rate fell to 9.1%, unfortunately 

reflecting dropouts from the job market rather than stepped 

reemployment.  

 

The report came as welcome news and should help to allay recent 

concerns of an imminent recession. The report corroborates 

recent improvement in the ADP jobs report and jobless claims 

which has been hovering around the psychologically important 

400,000 level.  

 

Lest we get too optimistic, the Institute for Supply Management’s 

(ISM) Purchasing Managers Index (PMI), a leading indicator of 

economic activity, declined to 50.9 from 55.3, falling to the lowest 

level since July 2009 though a reading over 50 still signals 

business expansion. Global PMIs followed a similar trend. 

Distressingly, new orders in the U.S. entered the sub-50 territory 

for the first time since the recession ended in 2009. The other 

components of the index also deteriorated. A reading of 50.9 does 

not signal a pending recession but rather a manufacturing sector 

that is poised to grow at a very slow clip in the second half of the 
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year. The ISM Non-Manufacturing PMI, a gauge of activity in the 

service sector, fell to 52.7, but continues to point to growth in the 

U.S. service sector in the second half of this year. 

 

 
 

Contagion persists in Europe 
 

The European debt crisis and policy response also evolved over 

the weekend as the ECB announced that it would extend its bond 

purchase program to include Italian and Spanish bonds. As part of 

the deal the Italian and Spanish prime ministers promised an 

accelerated fiscal consolidation program. The ECB acted as both 

Italy and Spain faced rising interest rates and the threat of losing 

market access for their debt and as the proposed expansion of the 

European Financial Stability Facility (EFSF), underfunded in any 

case, awaited approval from member parliaments. While the ECB 

plan may stabilize European debt markets in the near term, the 

problem for the peripheral European countries remains a more 

acute version of our own fix: how to pursue fiscal balance without 

undermining already feeble growth in the process. There are no 

easy answers. 
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Special risks: Mutual funds are subject to market risk and volatility. Investing in foreign securities entails special risks (such as currency fluctuations and political 
uncertainties) and may have higher expenses and volatility. Emerging and developing market investments may be especially volatile. Diversification does not 
guarantee profit or protect against loss. 
 
Shares of Oppenheimer funds are not deposits or obligations of any bank, are not guaranteed by any bank, are not insured by the FDIC or any other agency, and 
involve investment risks, including the possible loss of the principal amount invested. 

 

Before investing in any of the Oppenheimer funds, investors should carefully consider a fund’s investment objectives, risks, charges and expenses. 
Fund prospectuses and, if available, summary prospectuses contain this and other information about the funds, and may be obtained by visiting our 
website at oppenheimerfunds.com or calling us at 1.800.255.2755. Investors should read prospectuses and, if available, summary prospectuses 
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