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US Equity Strategy FLASH

Sell-Off Post Election Shows More Hoped for a
Romney Win; Reasons for Selling Improves Equity
Risk/Reward; 30 |deas

Equity markets sold off sharply today (S&P 500 down 34 pts), more than reversing the
I l=pt gain yesterday. We spent a lot of time on the phone with PMs and found most
investors trving to understand the catalyst behind such a large sell-off and it seems
there is disappointment, owing to a combination oft (i) an election outcome without a
mandate {poor voter turnout, Obama and Romney gamered fewer votes than in 2008);

I
(i) shift to focus on the fiscal cliff; (i) concerns about higher taxes, particularly m
I
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capital gains taxes, with an Obama regime; (iv) some hoped for a Romney surprise.

= We see the sell-off more due to disappointment with outcome (more Romney . Morgan Securities LLC
hopefuls than we realized) vs. fiscal cliff. Why? Investment Grade and High
Yield markets should be selling off if this is a “fiscal cliff” issue, similar to
2011%s weakness. The fiscal cliff (fiscal drag) is large enough to potentially push

the US into a recession, which would have negative consequences for both 106G and f:::::'ﬁ: e
HY bonds. But notice the contrast in those markets. In 2011, HY and HG spreads . ek,
widened sharply as investors worried about the fiscal cliff. In 2012, HY and HG 1T 112
spreads have rallied since October. And liquidity (issuance) remains strong. These R )
markets do not seem as concerned with the fiscal cliff as the US equity markets. 140 %
* Where do we go from here? So let’s say this weakness is indeed due to a knee-jerk 1,250 E
reaction to an Obama win (Romney disappointment). One might argue there are v -
some reasons the market can recover from here.
» #1) Since September, US gasoline prices have fallen $0.38 from $3.84 to $3.46, an e e e e w e
resulting in $50 billion in annualized savings for households, or 0.40% lift to 1012 2012 3012070 ¥T0
GDP. The US consumes 134 billion gallons annually, so the $0.38 drop in price per SAP500 2% I% Bk 3% R

Cyed (Mal, IT, Disc, Ind) 14% 5% % 3% 12%
MNear- Cysl(Ener, Finp  12%  -T% &% 2% 1%
DefiStpl HC, Tel, ) 3% 5% 3% A% Th

gallon is worth 851 billion, or 0.4% annualized lift to GDP. As shown in Figure 2
and Figure 3, the S&P 500 has historically rallied following a drop in gasoline
prices. In other words, this is a potential upside driver in the next few months.

» #2) Potential that, with the election over, compromise on the fiscal cliff could be Valuation:
less political. One element of uncertainty around the fiscal cliff has been reduced, as W1E  2HIE
we now know three of the key plavers in negotiating the fiscal cliff: (a) President SEPS00 Lavel 1505 —
Obama; _(I:r} Senate Majority Lcader {Rcid.]:. and (c) Spea.l-ccr of the nggc LBn.ehl.mr}. EPS $105 5110
And u.nlll.-cc 20 l.l ,.ﬁfl\cn 2012 n:.ln:c'tmn political caleulus interfered w.lth negotiations, PIE (curent B 127
there is a possibility of reaching an agreement, or at least deferring the difficult Div Vield oqw  oEw
decisions (punting). Our economists’ base case remains a portion of the fiscal cliff is ’ )
avolded in 2013 (1.6% fiscal drag is the result).

» #3) US housing continues its recovery regardless of the White House. One of the Year-End Target:
upside stories in 2012 has been the better-than-expected improvement in US home S&P500 1430 -
prices and housing demand (absorption and starts). The latest data point is 3012 US PIE - 13.0x

household formation (Census Vacancy Report) exceeded 1.1mm for the first time
since 2006 as the recovery in labor markets and pent-up demand drive a surge in
household formation. And, as we noted in the past, the recovery in home prices has
delivered already in 20012 wealth effect of $1.7T (see “S&P 300 30Q EPS._." dated
10711/12). And, as we noted in the past, each 250k increase in starts is worth 1lmm
jobs and an estimated 54 in S&P 500 EPS.

Source: [ Moran, FactSer.
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» #4) US corporates still have record cash balances. As we noted a few weeks ago, US
corporates which have enjoyed unusual liquidity in this expansion now boast the largest
cash balances in history with $1.5T in cash {up 7% vy vs. 0.8% EPS growth), in part
due to inventory liquidation in the quarter. Shareholders will eventually pressure
corporates to deploy this cash either via buybacks, dividends or [ (the latter more
likely if there had been a Romney victory). But this remains a positive for US equities.

» #3) Equity markets traded cheap relative to credit prior to this weakness, and
discount is wider today—HY remains the “harbinger” to equity valuations and it
remains strong. The lag of equities to corporate credit has been discussed by our fixed
income team for some time and in past episodes this has led to equities outperforming.
Take HY markets, for instance. HY Y'TW is now 6.39%, down 38bp from 6.97% on
9/1, lifting the implied P/E (inverse of yield) to 152X from 14.3X. The S&P 500 has
fallen 30 points since to 13%0-ish and now trades at 12.7X. Since 1980, the S&P 500
P/E has EXCEEDED the HY PVE by at least 3 turns {i.e., should be 18X now), meaning
the risk‘reward in equities is substamtially greater. And corporate credit is NOT
IMMUNE to a fiscal ¢liff. Thus, those markets should be converging.

» #6) Investors are still underperforming, thus unlikely to write off the beta chase.
Investors are still badly lagging their benchmarks. Thus, the weakness, in our view, is
coming at a time when active managers {mutual funds) are underperforming. Thus, we
see pressure for funds to improve returns during what is seasonally a strong quarter for

stocks. Thus, the beta chase should continue. while tempered by concemns of the US
fiscal cliff.

* What could go wrong? We have a fiscal cliff. The biggest risk to our view in the short
term is the US fiscal cliff becomes unavoidable. That could justify further downside
from here pushing the S&P 500 into the 1350-ish level from the 14005 today. However,
as we noted above, there are some reasons to expect the US to avoid this (see reason #2
and also reason #1).

MARKET STRATEGY: Focus on Global Cyclicals and High-Dividend stocks,
among others. We believe once the initial selling exhausts itself, investors will reconsider
the positive risk/reward in equities. One notion is that the current White House policies
are less pro-growth (than Republican ones), and thus growth outside the US becomes
more attractive. As a consequence, investors are likely to favor global cyclicals (see
Figure 4) which include Technology (semis, hardware, software) and Induostrials
(multinationals, machinery, etc.). We also maintain our 2012 YE target of 1430, We
have identified 30 Global Cyclicals using the following criteria: (a) % revenue from
outside the US = 50%; (b) positive FCF yield: (c¢) belongs to a Cyclical sector; and
(d) rated OW by - Morgan. The tickers are: DELL, PAY, KBR, FLR, AA, AAPL,
NLSN, TRW, ORCL, BWA, MA, GOOG, SNPS, CCK, MCD, PCLN, QCOM,
EBAY, MOS, DHR, XLNX, TXN, IBM, ETN, ALB, CREE, PPG, TRMB, YUM, and
ADL
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Figure 1: Investment Grade and High Yield Sold Off in 2011 During the Debt Ceiling Debacle...
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Sowrce: [ Margan and Bloomiberg.
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Figure 2: Gasoline Prices
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Figure 3: Declines in Gasoline Prices and S&P 500
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Figure 4: Comparative Market Implications of Obama vs. Romney Victory

J.PMorgan

Romney Obama
Policy Implications . . . Impact on Groups . .. Palicy Implications . .. Impact on Groups. ..
Romney seen as pro- Long Small-Caps I-] and Affordable Care Act Long Hospitals
business—incentives for capital = Domestic Cyclicals maintained
spending, boosting acfivity,
including
Tax repatriation holiday Long Health Care and Maintain QE and Fed policy Long High-Dividend

Technology and Industrials stocks and Defensives

and avoid Financials
Expand energy exploration and ~ Long Energy stocks and Less pro-business climate, Long Global Cyclicals and
coal Coal names higher taxes, so global growth ~ China plays
is more important
Affordable Care Act repealed Long most Healthcare stocks Subsidies to alternative Long Solar
Energy

China labeled currency AVOID Global Cyclicals Higher income taxes Reduce Luxury Consumer
manipulator (China)

LONG Domestic Cyclicals

(Homebuilders, Consumers)

and Small-Caps
Pressure to end QE/change Long Banks and Financials Expanded government Regulatory impact across
Fed, leading to steepening yield regulation sectors
curve
Simplify tax code (lower rates Long Domestic Cyclicals

but offset by removing
deductions). This should aid
small-business formation.

Sowrce: [ Margan.
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We believe that once the initial selling exhausts itself] investors will reconsider the
positive nisk/reward in equities. One notion 15 that the current White House policies
are less pro-growth (than the Republican ones), and thus growth outside the US
becomes more attractive. The companies in Figure 5 are cyclical stocks that have
high revenue exposure to international markets. We used the following criteria:

+  Percentage of Revenue from Outside the US =500,

+  Positive FCF Yield;

¢ Ina Cyclical Sector (Materials, Industrials, Discretionary or Technology); and
s  Rated Overweight rated by .. Morgan.

These 30 companies have an average upside of 22% to . Morgan target prices, an
average 2001 3E P/E of 14.0x, and an average P/B of 2.9x.

Figure 5: Global Cyclicals - 30 Stock ldeas
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Gemeral: Additional information is available upon request. Information has been obtained from sources believed to be reliable but JPMorgan Chase & Co.
ar its atfiliates and/or subsidianies {collectively .. Morgan) do not warrant its completeness or accuracy except with respect to any disclosures relative to
JPMS5 and'or its affiliates and the analyst's involvement with the issuer that is the subject of the research. All pricing 15 as of the close of market for the
securities discussed, unless otherwise stated. Opinions and estimates constitute our judgment as of the date of this material and are subject to change
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financial instrument. The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not
intended as recommendations of particular securitics, financial instruments or strategics to particular clients, The recipient of this repont must make its own
independent decisions regarding any securities or financial instruments mentioned heremn. JPMS distributes in the U8, research published by non-11.5.
affiliates and accepts responsibility for its contents. Periodic updates may be provided on companies/industries based on company specific developments or
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