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Yesterday, in a move that surprised most observers, the U.S. House of 
Representatives failed to pass the Troubled Asset Relief Program (TARP) that 
was sponsored by the Bush Administration and supported by the Congressional 
Republican and Democratic leadership. Most market participants had expected 
the plan to pass yesterday and, following its defeat, stocks plummeted quickly. 
The plan was voted down by a small margin, and at this point it appears likely 
that the parties will come back to the floor for another try to pass the bill 
later this week. There is some possibility that further negotiations and 
compromises (such as the inclusion of tax cuts for small businesses or 
additional restrictions on how the funds would be allocated to the Treasury) 
could swing additional Republican votes from the “nay” to the “yea” column. 
But, of course, there is no guarantee that the plan will pass given that many 
Americans are skeptical of its merits and since the bill is wrapped up into a 
contentious election season.

Like many others, we believed the plan was set to pass and expected that it 
would help reduce the pressure on credit markets to a significant degree and 
eliminate some of the downside risk to equity markets. On the other hand, 
however, we recognized that the upside was limited, since the plan did not 
address the fundamental issues of the capital inadequacy and the solvency in 
the financial system. Whether or not the TARP plan passes, we believe the 
odds of central bank easing have risen. Hopefully, this would occur in some 
sort of globally coordinated fashion. At this point, we are closely watching the 
European Central Bank to see if it will reverse course following the interest 
rate hike it enacted in July.

From a broader economic perspective, for most of this year, one of the big 
surprises had been the resilience of the U.S. economy and corporate earnings 
in the face of escalating credit problems. Over the past several weeks, 
however, the extreme market turmoil, the freezing of bank activity, and the 
shutdown of mortgage credit have acted as a frontal assault on the U.S. 
economy, which had already been fairly weak. In our opinion, recent events 
are likely to tip the United States into a mild recession. Additionally, we 
believe that, at present, expectations for corporate earnings may be too high 
and that these expectations will need to come down to avoid earnings 
disappointments.

The broad sell-off in equity markets that we saw two weeks ago and again 
yesterday are, in our opinion, signs of capitulation on the part of many 
investors. Risk tolerance has moved to extremely low levels and we have seen 
a large degree of high-volume selling. Over the short-term, these tend to be 
signals that the market is due for a rally. Volatility measures also point to the 
possibility of some sort of short-term climb in equity prices. Yesterday, the VIX 
Index (a measure of stock market volatility) rose into the upper 40s, a place it 
has only been four other times in its history — during the Asian financial crisis 
of the late 1990s, the Long-Term Capital Management fallout, the 9/11 
terrorist attacks, and the WorldCom bankruptcy filing. Following those previous 
VIX spikes, the S&P 500® Index climbed an average of 7% one week later, 11% 
one month later, and 15% three months later. This is admittedly an unscientific 
sample of only four events, but, combined with the other factors we 
mentioned, we do believe it signals a high probability of a market rally.
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Over the longer-term, whether such a rally would have 
durability would depend on several factors. In particular, we are 
keeping a close watch on credit spreads, which have widened as 
investors have become more risk averse. If credit spreads begin 
to narrow, however, we will begin to look for a bottom in equity
markets. In addition to normalization in credit spreads, we 
would need to see a concerted global monetary policy move that 
indicates central bankers around the world are willing to step in 
to help stabilize the system. Finally, we believe markets will 
require ongoing capital raising and continued consolidation in 
the financial sector. We expect volatility to remain at elevated
levels, but at some point before too long, we should see a 
noticeable rally.

Sources: BlackRock, Bank Credit Analyst. 
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