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I’'m Chief Strategist here at JAMorgan Funds and | head the team that produces the Guide
to the Markets. Welcome to the Economic and Market Update for the second quarter of
2020.

The first quarter took an unexpected turn, as the spread of the COVID-19 virus gripped
markets and brought certain areas of the global economy to a halt. U.S. equities entered
bear market territory, government bond yields dropped to their lowest levels ever, and oil
prices collapsed. The Federal Reserve responded swiftly by cutting rates to near zero and
providing fresh quantitative easing and liquidity injections. The U.S. government provided
fiscal stimulus to support workers and businesses. Monetary easing and fiscal measures
were implemented globally.

In the second quarter, impacts from COVID-19 will be felt acutely, likely ending the 11-year
economic expansion as it has already done to the bull market in stocks. In particular
service industries will face damage from social distancing and unemployment could rise
sharply. However, efforts to contain the virus and develop a vaccine, as well as the ability
of companies and consumers to adapt to the circumstances should result in stabilization
and an eventual rebound.

For investors, the impact of COVID19 on our society, our economy and on financial markets
poses unique challenges in developing an investment strategy.

We believe that any such strategy should start with a broad assessment of the investment
landscape, which has, of course, always been the fundamental goal of the Guide to the



Markets.

However, it is important to do this concisely. There are 65 pages in the Guide, but that is way
too many for any conversation with an investor about the markets.

So, what we do here is boil it down to just 11 slides. In particular, I'd like to take about
COVID-19 itself, the impact of social distancing on the travel, leisure and entertainment
industries, the response of monetary and fiscal policy, the outlook for growth, jobs, profits
and inflation, and the implications for those investing in fixed income, U.S. equities and
international equities.
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Page 25 of the Guide to the Markets illustrates the trajectory of COVID-19 with regard to
both its spread and its crude mortality rate. On the left we show those who have has the
disease, those who have recovered from it and those who, sadly, have died from it. On the
right we show the week-over-week growth in cases outside of China and the cumulative
crude mortality rate. All of these numbers change daily and we update them in the on-line
daily version of the Guide.

As this is being recorded, the weekly growth rate is cumulative cases is almost 200% with
the crude mortality rate at close to 4%.

If the disease were to continue to spread at the same pace and with the same mortality
rate, it would have a devastating human toll. However, while the situation remains very
grave, there are reasons to believe that both of these numbers will improve in the weeks
ahead.

First, the true mortality rate is likely much below a simple calculation of the cumulative
number of deaths divided by the cumulative number of confirmed cases. This is because
there are very likely many more mild cases of the virus that have not been reported. In
addition, fatalities appear to be much higher in countries where the healthcare system has
simply been overwhelmed by the growth in the number of cases.

Second, some countries appear to be succeeding in halting the growth of the disease
through widespread testing and social distancing. The rest of the world is, belatedly,
adopting these measures and this should both slow the spread of the disease and reduce



its mortality rate and, in time, these numbers should both be greatly reduced by better
treatments and a vaccine.
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Having said all of this, public and private responses to COVID-19 have triggered a
breathtaking array of changes in lifestyles. In the U.S., these changes have included the
cancellation of essentially all major organized sports and entertainment events, dramatic
declines in airline travel and hotel bookings, a complete halt in the cruise line industry, and,
in many states, near complete shutdowns of restaurants, bars and retailers other than
grocery stores.

The fact that the worst of the economic turmoil is centered in the leisure, entertainment
and food services and retail sectors, will make the recession somewhat different from that
of the great financial crisis. These industries account for more than a fifth of U.S.
employment but are less significant when measured in GDP terms or as contributors to
stock market earnings. Consequently, this recession should be most pronounced in its
impact on unemployment and could be somewhat less so, in relative terms, when it comes
to corporate earnings. For investors, however, it is important to think about not just the
depth of the recession but also the pace at which the economy is likely to recover. This
depends, to a significant extent, on the effectiveness of monetary and fiscal policy
measures.
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In a short, three-line statement issued in the afternoon of Friday, February 28, the Fed
Chairman, Jerome Powell committed the Fed to use its tools and act as appropriate to
support the economy. Since then, they have taken dramatic action, cutting the federal
funds rate by 1.50% to a range of 0-0.25% and restarting QE, pledging to boost its holdings
of Treasuries by $500 billion and mortgage-backed securities by $200 billion over coming
months. In further measures to deal with liquidity issues in financial markets, it has
established a wide range of credit facilities for money market funds, primary dealers and
commercial paper as well as enhancing swap facilities with other central banks.

This being said, the truth is that both businesses and workers need grants more than loans
at this time so attention has naturally turned to from the Federal Reserve to the Federal
Government.
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Congress and the Administration have taken swift and decisive action in using fiscal policy
to combat the impact of social distancing on the U.S. economy. Most notably, the $2.2
trillion Coronavirus Aid, Relief and Economic Security (CARES) Act is designed to hold the
economy in a kind of “suspended animation” until the need for social distancing has
passed. This legislation, by providing very significant but temporary help to individuals,
companies and state and local governments won’t be able to prevent the economy from
falling into a sharp recession, in terms of lost output and higher unemployment.

However, it should allow both households and companies to avoid the worst effects of
recession in terms of poverty and bankruptcy until medical science has developed a
vaccine and the economy can embark on a robust recovery. Needless to say, however, this
stimulus has come at a very high fiscal price with the federal deficit likely to top $3 trillion
or 15% of GDP this fiscal year before falling back next year. Moreover, the government may
need to employ some fiscal take restraint later next year and in 2022, if it is to avoid higher
inflation and interest rates once the economy is once again in expansion mode.
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The fact that this all occurred late in the first quarter, combined with surging sales of food
and necessities, suggests that first-quarter GDP will not be severely impacted by the virus.
However, it appears inevitable that the U.S. economy will enter recession in the second
guarter putting an end to the longest expansion in U.S. history. This recession could be
quite severe in terms of its initial decline in GDP. In particular, reasonable assumptions on
a decline in spending across the most impacted sectors of the economy could easily yield a
double-digit annualized decline in real GDP in the second quarter.

Thereafter, social distancing may help achieve a slowdown in the spread of the disease and
new fatalities, allowing authorities to authorize a slow return to normality, albeit with strict
social distancing guidelines. Even in this scenario, the knock-on effects of employment
losses from a traumatic second quarter could well result in a further quarter of negative
economic growth in the third quarter, meeting the unofficial definition of a recession.
Thereafter, however, the economy could begin a slow recovery followed by a surge, once
an effective vaccine for the virus has been distributed.
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Civilian unemployment rate and year-over-year wage growth for private production and non-supervisory workers
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The recession of 2020 will likely be characterized by very high unemployment with the
jobless rate possibly topping out above the 10.8% seen in 1982, thus setting a new post-
Depression record. This sharp climb is primarily due to the fact that the industries most
affected tend to be huge employers of low-wage labor. In addition, while the recent CARES
Act provides some incentives for firms not to lay off workers, it also provides for very
generous unemployment benefits over the next four months. In many cases, this means
that workers would fare better by being laid off and collecting unemployment benefits over
the next four months. When the economy begins to recover in 2020, we expect a very
sharp decline in the unemployment rate as it should be relatively easy to restart individual
companies in the leisure, food services, transportation, hospitality and retail sectors.
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S&P 500 year-over-year operating EPS growth
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2020 will be a recession year and thus a very ugly year for corporate profits, since
corporate profits have traditionally been far more cyclical than the economy itself.
However, in this recession, it will be particularly important to consider sectoral effects. The
energy sector will likely be hit very hard both by the global recession and the recent price
war between Russia and Saudi Arabia. Other areas such as the consumer discretionary,
materials and industrials sectors. However, for investors it will be important to consider
not just the downturn itself but also substantial efforts by the Federal Reserve and Federal
Government to protect businesses in the recession. In addition, regardless of the depth of
the recession, corporate profits should be able to bounce back in the recovery and S&P500
operating earnings per share may well exceed last year’s levels by 2022, thus setting a new
all-time high.



- Inflation

CPl and core CPI
% change vs. prior year, seasonally adjusted
15%

12%

6%

3%

%

GTM-U.S. | 28

50-yr. avg. Jan. 2020 Feb. 2020

19% 23% 24%
3.9% 18% 18%
44% 6.3% 28%

34% 1.8% 1.8%

-3%

Source: BLS, FactSet, J P. Morgan Asset Management

weight basket used in CPI calculations.
Guide 1o the Markets~ (.S Data are as of March 31, 2020,

10

T0 72 74 76 78 B0 B2 B4 BG BO 90 92 94 D6 98 V0 V2 04 V6 V8 W 12 14 16 18 20

CPl usedis CPLU and values shown are % change vs. one year ago. Core CPI is defined a3 CPl excluding food and energy prices. The
Personal Consumpton Expendiure (PCE} deflator employs an evolving chain-weighted basket of consumer expenditures insiead of the fced-

J.PMorgan

Asset Management

At first glance it looks like consumer inflation will fall in the months ahead as lower crude
oil prices feed through to a broader decline in energy prices and rising unemployment
reduces demand in the economy overall. However, in many categories, it will be hard to

estimate inflation at all — what is the cost of airline travel if no one is flying?

A clear read on inflation may need to await a full reopening of the economy in 2021. At

that time, assuming that the economy begins to grow very rapidly, inflation could rise

surprisingly fast, particularly given the pent-up demand for services that will likely exist at
that time. This could cause the Federal Reserve to be more aggressive in embarking on

policy normalization than many have assumed in recent days.
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So what does this all mean for investing? For fixed income investors, it is a challenging
landscape with yields on nominal 10-year Treasuries falling below 1% and real yields on 10-
year TIPS turning negative. Assuming that the economy does get past the COVID-19
recession and begin to expand again, both of these yields appear very unattractive.
Meanwhile the recession has, not surprisingly, caused high-yield spreads to widen out.
While there are probably many individual opportunities in the space where careful security
selection can yield better returns, widespread defaults among high-yield bonds are likely in
the months ahead.

High-quality fixed income will continue to play an important role in providing investors with
insurance if the recession should deepen. However, the prospect of recovery, especially if
accompanied by elevated government debt loads and inflation, suggest that long-term
investors may want to be underweight fixed income as an asset class in the months ahead.

11
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The long bull market in equities finally ended in the first quarter with the S&P500 falling by
34% in less than five weeks between February 19t and March 23, Even with a recovery in
late March, as Congress passed the CARES Act, the market remained down for the year.

We cannot be sure that stocks won’t test their lows again, given the potential for further
shocks either in the progress of the disease or numbers on the economy. However, for
long-term investors, it is worth recognizing both the help embedded in the CARES Act and
the potential for stocks to rebound strongly once the effects of COVID-19 on the economy
fade. Itis also important to acknowledge that the fall in both short-term and long-term
interest rate since the onset of this crisis, strengthens the case for US equities, both for
current income and future capital gains.

12
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The COVID-19 crisis has been remarkable in how it has affected every part of the planet
and all economies are suffering from the consequences of social distancing. This being
said, many of the valuation anomalies that existed in markets before the onset of the crisis,
persist today. In particular, while stocks outside the United States have traditionally had
lower P/E ratios and higher dividend yields than their U.S. counterparts, these comparisons
are particularly extreme today.

For long-term investors, it is important to recognize that many of the arguments in favor of
international stocks are just as strong as they were at the start of the year. The long-term
growth prospects of EM economies still look better than for the U.S., valuations remain
cheaper overseas and the dollar remains too high based on trade flows, suggesting an
eventual dollar decline which would amplify the return on international equities.
Moreover, it is worth noting that with risk assets down across the board, many investors in
taxable accounts may be able, for the first time in many years, to reallocate among asset
classes without triggering a substantial capital gains bill.

13
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Good investing always requires a mix of brains and courage, but usually in different
guantities at different times. When markets are high, it is usually about having the brains
to find the cheaper assets in a sea of bad deals. When markets are low, it is usually all
about having the courage to recognize that the economy and markets will rebound and
invest broadly to take advantage of it.

However, today, in this strangest of all recessions, investors really need both. The courage
to recognize that we, as a nation and a world, will get past this. But also the brains to
recognize how the world has changed and to find those assets that are best positioned to
weather the social distancing recession and to thrive when it is over.
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