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The impact of market volatility on funded status
January 2019
MARKET PARTICIPANTS REMAIN FOCUSED ON DOWNSIDE RISKS,
LEADING PESSIMISM, RATHER THAN OPTIMISM, TO PERMEATE THE
INVESTMENT L ANDSC APE . But perhaps this downbeat view is warranted—last week
saw the largest decline in the ISM Manufacturing index since October 2008, December light
vehicle sales were disappointing, the outlook for global growth remains lackluster, consumer
and business confidence are under pressure, and political uncertainty continues to hang
heavy in the air. While the December employment report was solid, this broader backdrop
suggests that markets will remain choppy in the coming weeks, and that it may take time
for this haze of negativity to clear.
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If you do not believe the economy is headed into recession this year, the deterioration we
have seen in asset prices, fundamentals, and sentiment has simultaneously created opportunity. The forward P/E ratio of the S&P 500 currently sits below its 25-year average, with
stocks now looking cheap relative to their own history, as well as relative to bonds. Last
year was a bit unique in the sense that the stock market fell despite a backdrop of robust
earnings growth; since 1989, there have been five years when this occurred, and returns
the following year have averaged 15.2%. If we think more broadly about years where equity
multiples have contracted, there have been 15 years since 1989 when the forward P/E of
the S&P 500 declined. During these years, the forward P/E fell by an average of -10.6%,
and six of the 15 observations saw P/E’s contract more than 10%. The market saw average
returns of 7.4% in the year following a P/E contraction, and average returns of 22% when
multiples fell by more than 10%. So, the set up for this year is undoubtedly more favorable
than had it ended on September 30.
Pension plan funded status has deteriorated during the past few weeks, with total returnoriented plans getting hit the hardest. While the re-rating in equity valuations has left these
markets looking more attractive, the prospect of elevated volatility may warrant a more
defensive, income-oriented approach. As such, we continue to focus on those assets which
provide a healthy stream of income alongside the potential for capital appreciation. By trying
to split the difference between a defensive and risk-on posture, we believe that investors can
position themselves to capture any upside that might materialize between now and the end of
the cycle, with income providing a buffer against elevated levels of volatility.
We remain cautiously optimistic that economic growth will stabilize, profit growth will
remain positive, and some progress will be made on trade. However, cheap markets can
always get cheaper. Fundamentals will matter as liquidity is withdrawn from the system,
and knowing what you own will be of the utmost importance.
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EXHIBIT 1: IMPACT ON SAMPLE CORPORATE PENSION PLAN*
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*Sample Plan: Liability Duration of 12.5 yrs and the following asset allocation: 36% S&P
500, 15% EAFE, 3% EM Equity, 40% US Long Gov/Credit, 3% US High Yield, 3% EMD;
Interest Rate Hedge Ratio = 45%. Calculation is simulated and no guarantee can be given
that a strategy/product will perform accordingly (as based also on other factors that may
not be part of the simulation).
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EXHIBIT 3: ASSET CLASS RETURNS
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Source for Exhibits 1–6: J.P. Morgan Asset Management Inc., Bloomberg, Barclays Live, Morgan Markets as of market close 1/4/2019. The information in the graphs and charts
is for illustrative purposes only. Readers should not rely on them when making investment decisions.
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EXHIBIT 2: PENSION DISCOUNT CURVE CHANGE

• More de-risked plans with less public equity exposure and higher
hedge ratios would see more moderate funded status decreases
over the same period.

EM equity

Funded status (%)

• Negative public equity returns were partially offset by high
quality fixed income, leading to a -1.8% portfolio return over
the period.

EAFE
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• Lower treasury rates and wider spreads in the led to a ~25bps
decrease in discount rates over the period, but the increase since
year-end 2017 is still +63bps.

S&P 500

Assets ($mm)

• The sample corporate plan funded status fell 4.1% from
11/30/2018 to 1/4/2019.
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EXHIBIT 4: ARCHETYPAL SAMPLE PLANS
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EXHIBIT 5: DAILY FUNDED STATUS TRACKING
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• A more TOTAL RETURN-ORIENTED portfolio would have
fared worse, with similar public equity levels but less
duration exposure in the fixed income to act as a ballast
in volatile markets
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• A more DE-RISKED portfolio would have fared better from
lower public equity exposure and protection from falling
interest rates

EXHIBIT 6: ARCHETYPAL SAMPLE PORTFOLIOS
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In contrast to our baseline portfolio example:
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Source for Exhibits 1–6: J.P. Morgan Asset Management Inc., Bloomberg, Barclays Live, Morgan Markets as of market close 1/4/2019. The information in the graphs and charts
is for illustrative purposes only. Readers should not rely on them when making investment decisions.
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This document is a general communication being provided for informational purposes only. It is educational in nature and not designed to be a recommendation for any specific investment
product, strategy, plan feature or other purpose. Any examples used are generic, hypothetical and for illustration purposes only. Prior to making any investment or financial decisions,
an investor should seek individualized advice from a personal financial, legal, tax and other professional advisors that take into account all of the particular facts and circumstances of an
investor’s own situation.
The views contained herein are not to be taken as advice or a recommendation to buy or sell any investment in any jurisdiction, nor is it a commitment from J.P. Morgan Asset Management
or any of its subsidiaries to participate in any of the transactions mentioned herein. Any forecasts, figures, opinions or investment techniques and strategies set out are for information
purposes only, based on certain assumptions and current market conditions and are subject to change without prior notice. All information presented herein is considered to be accurate at
the time of production. This material does not contain sufficient information to support an investment decision and it should not be relied upon by you in evaluating the merits of investing
in any securities or products. In addition, users should make an independent assessment of the legal, regulatory, tax, credit and accounting implications and determine, together with their
own professional advisers, if any investment mentioned herein is believed to be suitable to their personal goals. Investors should ensure that they obtain all available relevant information
before making any investment. It should be noted that investment involves risks, the value of investments and the income from them may fluctuate in accordance with market conditions
and taxation agreements and investors may not get back the full amount invested. Both past performance and yield are not a reliable indicator of current and future results.
J.P. Morgan Asset Management is the brand for the asset management business of JPMorgan Chase & Co. and its affiliates worldwide. This communication is issued by the following entities;
in Canada for institutional clients’ use only by JPMorgan Asset Management (Canada) Inc., and in the United States by JPMorgan Distribution Services Inc. and J.P. Morgan Institutional
Investments, Inc., both members of FINRA; and J.P. Morgan Investment Management Inc.
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