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Can the risk rally last?

Asset allocation — Following our re-entry into long US equities vs cash last
week, we have further upgraded our risk exposure by being long both equities
and credit versus cash and government debt. Given the overnight announcement
of Chinese infrastructure spending, even if not all new, we cover our
underweight in Chinese equitics and in industrial metals and reverse the short in
commodity FX.

Economics — World growth is in a bottomig process, but at well below
potential with a return to trend only projected by the middle of next vear. Policy
casing 1s restarting m the US, UK, Euro area with monetary policy, and in

China with both monetary and fiscal policy.

Fixed Income — Position on ECB policy though Spanish curve flatteners, and
Fed QE3 through long end Treasury steepeners.

Equities — We take profit on our BRIC underweight within EM.

Credit — We go further up in yield and down in quality in our credit portfolio.
Currencies — Close defensive trades and go long commodity FX vs Europe.
Commadities — The newly announced Chinese stimulus makes us take profits

on our OW energy vs. base metals trade. We stay long energy on Middle East
risk.

ECB President Mario Draghi’s promise yesterday to provide a backstop to
EMU  members with funding problems, by wsing Outright Monetary
Transactions (OMTs) to keep risk premia low, induced a massive rally in
periphery bonds and global equities. Even a weak US jobs report could not rain
on this parade. And all this without him actually spending any money as no
country yet meets his conditions cleanly. Both US and German equity indices
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reached new cycle highs. While consistent with our long-risk strategy, these new SEFE00
highs do force us to ask whether the good times for risk assets can last. EMBIG
EM 5 Corp.
We think the positive environment for risk assets can and will last over the MSCI Europe®
next 3-6 months. And this is not because of a strong economy, as we foresee MSCIAC World®
below potential global growth over the next year and are below consensus US High Yield
expectations. Overall, we continue to see data that signal that world growth is Gold
in a bottoming proecess. With most countries having now reported, global GDP i

looks to have expanded at a tepid 1.9% pace in 2012, 1.3%-point below what US High Grade
would simply be trend. On the back of weak gains in consumer and business Fiope Fized Inc*
spending at mid-year, global IP growth has come to a stand-still. And while MSCIEM®
things appear to have bottomed with some signals of improvement in consumer EM Local Bonds®*
spending in July, the soft trajectory of both spending and production through EM FX
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More important to us as positive drivers of risk markets are coming policy
stimulus measures, price momentum, and the continuing but more
medinm-term forees of asset reflation and high risk premia.

On policy, we expect further QF announcements by the Fed next week, and
the UK MPC later this year. The ECB confirmation and clarification yesterday
that it will use its balance sheet to depress risk premia for EMU members in
an EFSF support program likewise imcreases confidence that policy makers
stand ready to support growth. The overmight Chinese announcement of
infrastructure spending worth 2% of GDP may not all be new money, but
likely signals a renewed commitment to provide support. We similarly expect
a supplementary budget from Korea next week.

The mmpact of further policy easing does not make us immediately upgrade
economic growth projections, but it does not make us more bullish on nsk
markets. That 1s because we see the main impact of policy on asset prices via
risk premia and liquidity. The ECB's new OMT policy will not spend any
money next week. It 1s merely a promise to buy short-dated debt, 1t a country
applies for help and meets conditions. As with other policy measures. it
largely works by providing insurance, and thus reduces tail risk. With still
high sky-high risk premia on equities and periphery debt and less so on credit,
it supports risk assets without making us more bullish on growth.

The second, and in our view, equally important aspect of actual hiquidity
injections from QE is that they increase the supply of cash in the market,
which will likely be redeploved into better yielding financial assets. This 1s
the force we keep referring to, ad nauseam, as asset reflation. “Don’t fight the
Fed™ is an old adage in the market, and applies doubly when other central
banks pursue the same kind of monetary expansion. It keeps us short cash and
long financial assets, overweighting the riskier ones (equities and credit) as
they should gain most from asset reflation.

Fixed income

Core yields are much higher on the week, with the ECB trumping today's
soft US Employment Report. ECB President Draghi signaled again that the
new "OMT" program, with no set limit on bond purchases of up to three
years' maturity, should have a much more persistent impact on vields than its
predecessor, the SMP. There remains considerable uncertainty as to when
bond buying will begin, not least because the ECB’s request for the IMF to be
involved in setting the related conditionality will likely make Spain all the
more reluctant to sign up.

Peripheral bonds have already enjoyed a dizzying rally since July. From here,
we favor 2- to-5-year curve flatteners in Spain. If the ECB succeeds in
anchoring front end bonds, S-year yields should compress towards the short
end. On the other hand, any disappointment on ECB purchases would be most
keenly felt at the front end.

Today's payroll print makes QE3 all the more likely at next week's FOMC
meeting. We think that should steepen the long end of the Treasury curve,
in ling with past QE announcements. We are neutral overall on duration, but
have a medivm-term bearish stance on Treasuries, and think short yields are
too low in the UK, compared to Germany.

Just how much all these unconventional central bank measures will affect
inflation remains a keen topic of discussion, and our [ieh JP Maorgan
Inflation Expectations Survey includes a question on the impact of the ECB's
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new program. Please help us gauge prospects for inflation by completing the
survey on https:/waw surveymonkey.com/'s/September20 1 2InflationSurvey.

Equities

Equity markets responded strongly to this week’s ECB’s press conference
with the S&P500 and other DM mdices reaching new post-Lehman highs. We
argued last week that policy response 15 essential for the equity rally to
continue into September and this poliey response appears to be coming
through nicely.

Positive announcements were not only confined to Europe this week. China
announced large projects, totaling close to 2% of GDP, triggering the biggest
rally in Chinese stocks in almost eight months. These poliey announcements
prompt us to take profit on our BRIC underweight within EM, i.e. our long
in MSCI EM against MSCI BRIC.

Mext week's FOMC meeting appears set to announce a new round of QE
adding to the policy chorus.

Our preferred region is the US. The outperformance of US economic
mdicators 1s the main reason. The JPM US Economic Activity Surprise Index
{EASI) has nsen to positive territory last week, for the first time in six
maonths. In contrast, EM economies continue to print weak economic data.
Macro data are also weak in Europe, but European equities are still benefiting
from underweights that are not vet fully covered by investors.

Credit

Spreads tightened across the board this week, as markets received the
ECB’s bond buying plan — one that combines capacity with conditionality --
as a positive step forward. Higher beta sectors outperformed, but the degree of
spread tightening was surprising, given that apart from the role of the IMF, Mr
Draghi revealed relatively little new information about the contours of the
OMT.

With global growth likely in the process of bottoming out, in GMOS yesterday
we outhned our down-in-quality strategy. We do not have a strong regional
bias, given that central banks are easing monetary policy globally, but today’s
weak US payroll numbers will have raised expectation of QE3 at next
week's FOMC meting, and should provide a boost to US CMES, one of the
core longs of our portfolio this month.

There was an uptick in defaults in Auguost, with 53bn of high-yield bonds
and nstitutional loans defaulting, the second highest month ¥ TD. However,
the continued focus on refinancing amid buoyant primary markets should keep
longer-term detaults well anchored. In the US, we forecast a 2% or lower
default rate for the next two vears (sce Peter Acciavatti and team, Default
Maonitor).

Foreign Exchange

With yesterday’s pledge to “remove the tail risk of Europe”, the ECB has
triggered a series of hedge unwinds across global markets. FX vols have fallen
to a S-year low (basis VXY), EUR/CHF has posted a 2-sigma rally,

EURMSD skews are flattening aggressively, European sovereign CDS are
approaching 2012 tghts and the dollar is collapsing. It might be a stretch to
call the ECB’s strategy a game changer when remaking EMU remains a multi-
year game and when Spain and Italy are likely too proud to get on the pitch.

J.EMorgan

More details in ...

US Cradit Markels Outlook and Strategy. Eric Belnziain
ot al.

High Yield Cregit Markets Weakly, Pater Acciavarli af al.

Europaan Cradit Outlook & Strategy, Sleven Dulake ol
al.

Emerging Markets Crozs Product Strategy Weakly, Eric
Beinslain af al.
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Stll, we view the bank’s tail-risk emphasis is a short-term boon for carry
trades which rely on vol suppression to deliver returns.

Whether to fund in euros or dollars depends on how much further EUR/USD
can rally. We suspect not much more given Spanish and Italian aversion to the
EFSF plus ECB rate cuts next month. The EUR/USD year-end target is
therefore unchanged at 1.24. The corresponding EUR/GBP target is 0,79 and
EURJPY 97) Some will probably counter that politics plus future ECB rate
cuts justify a much weaker euro, but we believe that view ignores the
likelihood of Fed QE this fall. Also unconvineing is the normative argument
that the euro will trend lower because currency depreciation will restore
competitivencss. This is true -- in the same way that ven depreciation will
generate Japanese inflation -- but irrelevant, in our view. Unless the ECB cuts
rates as it buys bonds, it will likely be difficult to offset the region’s decent
balance of payments profile (small current surplus) in the same way that the
Bank of Japan struggles to weaken the yen while Japan still mins an external
surplus.

The more material change in view is that the majority of euro crosses (EUR vs
commodity FX, Scandies, Latam, and Asia) are topping out after a summer
rally, even if their decline may be limited to a few percent due to the
mediocrity of global growth. Close defensive trades (short commodity FX)
and open trades that benefit from less event risk in Europe. Take profits on
short AUDUSD, short AUD/NZD, long NOK/SEK and long USD/SEK, and
buy commuodity FX vs Europe, expressed through WZD/SEK given the
overvaluation of the Swedish currency.

Commodities

Commodities are more or less unchanged on the week with base metals
rallying some 4%, offsetting a fall in energy. We went OW energy vs. base
metals at the beginning of June on the argument that global manufacturing,
especially in China, was slowing and that supply 1ssues would support oil
(GMOS, Jun 7). Smee then, the GSCI energy index has made 5% compared
to only 0.5%; for the GSCI industrial metals index (excess return). Last night,
the Chinese authorities announced significant stimulus via further
infrastructure investment to the tune of around 1.7% of Chinese GDP. It i1s not
yet clear how much of this 15 simply existing stimulus repackaged but it 15
enough for us to take profit on this trade. We keep the long leg as the
steeply inverted Brent forward curve suggests o1l markets remain tight and
geopolitical nsk in the Middle East appears unlikely to decline anytime soon.

Gold is up 10% over the last two months and 1s perhaps an indication that
the market anticipates further QE. The ECB's new OMTs should significantly
expand their balance sheet once they start buying peripheral debt and we also
expect both the Fed and the BoE to do the same over the coming months. This
should create bullish conditions for gold and we stay long.

J.EMorgan
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Interest rates Currant Sep-12 Dac-12 Mar-13 Jun-13 ¥TD Return®
United States Fad funds rate 0.125 0.125 0125 0125 0.125
10-year yields 1.62 1.75 2.00 2.00 2.00 2.1%
Euro area Riiafi rate 0.75 0.75 0.50 0.50 0.50
10-year yielis 1.52 1.00 0.90 1.00 1.20 2.5%
United Kingdom Repo rate 0.50 0.50 0.50 0.50 0.50
10-year yields 1.68 1.40 145 155 1.65 29%
Japan Owernight call rate 0.05 (.05 0.05 0.05 (.05
10-year yields 082 (.85 0.95 045 (.95 1.7%
GBI-EM hedgad in § Yiel - Global Divarsified 585 6.00 5.1%
Credit Markets Current Index YTD Return®
U3 high grade (bp over UST) 186 JPMorgan JUL Porfolic Spread to Treasury T4%
Eura high grade {bp over Euro gov) 212 iBowx Eura Corporate [ndex T2%
LJSD high yiedd [bp vs. UST) 580 JPMorgan Global High Yield Index STW 1.1%
Eura high wield (bp ower Euro gov) B22 iBoxx Eura HY Index 16.4%
EMBIG [bp vs. UST) 304 EMEBI Global 13.8%
EM Corporates (bp vs. UST) KT | JPM EM Corporates (CEMEI) 11.9%
Quarterly Averages
Commeodities Currant 1203 1204 1301 1302  GSClIndex ¥TD Return®
Brent (3bbil) 114 95 100 105 95  Energy 12%
Gold (Sioe) 1739 1655 1725 1750 1775 Precious Metals 5.0%
Copper (3imatric ton) TE93 A000 8300 B500 8700 Industrial Metale =5.6%
Com {#/Bu) 804 825 B.25 B.00 705 Agricultuwe 23.5%
Im cash YTD Return®
Foreign Exchange Currant Sep-12  Dec-i2  Mar13 Jun-13 index  InUSD
EURMLISD 1.26 1.24 1.24 1.25 1.25 EUR -1.6%
LSDuPY 7490 Té 78 1] &0 JPY 2.4%
GBRUSD 1.58 1.59 1.58 158 1.58 GBP K
USIVBRL 203 2.00 1.98 145 1.85 BRL -3.0%
LISDVCHY 6.34 6.33 6.30 £.30 6.25 CNY 0.5%
USDVERW 1134 1150 1150 1080 1040 KRW 315%
LISDITRY 1.81 1.62 1.80 175 1.75 TRY 10.7%
¥TD Return us Europe Japan EM
Equities Currert  (local ecy) Sector Allocation * ¥TO YTD ¥TD YTD (5)
sap 1436 15.6% Enargy 51% 1.1% A5.3% 0.5%
Nasdag 330 20.2% Meaterials 96% £.8% A6.3% -34%
Topix 735 0.0% Industriale 105% 12.7% 4.2% 5.5%
FTSE 100 5795 7.3% Discrationary 20.3% 24% 5.2% 56%
MSCI Eurczone® 145 14.7% Staples 127% 15.4% 12.9% 12.1%
MECI Europe* 1107 11.8% Healthcara 165% 16.0% 9.4% 22.0%
MSCI EM 3 850 6.4% Financials 20.6% 16.0% 14.5% B.9%
Brazil Bovespa 57774 4.4% Infarmation Tech, 23.0% 1.4% A0.5% 12.2%
Hang Seng 18209 8.0% Tedecommunicalions 23.9% 2.2% 6.6% 11.3%
Shanghal SE 2052 6.7% Lrilities 4.5% T.4% 23.6% 5.9%
*Levelsireturns as of Sep 06, 23012 Qverall 15.6% 1184 0.0% B.4%
Local currency excapt MSCIEM 3
Sourca: JP. Morgen
5
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Global Economic Outlook Summary

Real GDP Real GDP Consumer prices
% oEr B YBEM BOD % over previous period, saar % over a year ago
2011 2012 2013 12 2012 [ ) [ S T ] 103 2013 3013 4011 22 4012 2013
The Amaricas
United States 18 22 20 20 1.7 15 20 15 23 25 33 18 21 23
Canada 24 20 211 14 1.8 194 20 214 244 224 27 16 24 20
Latin America 4.2 28 37 29 149 4.2 34 35 38 38 7.2 6.0 g2t 70
Argantina B4 33 22 36 45 B.O 6.0 0.0 15 0.4 0E 10.0 10.0 11.0
Erazil 27 14 411 05 16 448 46 38 40 43 6.7 5.0 52 52
Chile 6.0 5.0 4.5 541 T 20 4.0 46 47 44 4.0 3 25 34
Colombéa 54 35 45 121 204 284 344 5.0 £.0 6.0 39 36T 32t 32
Ecuador T4 4.0 4.0 24 35 4.0 4.0 4.0 40 5.0 55 51 4.2 44
Mexico 39 36 35 44 35 22 30 44 37 1| 35 39 42 36
Pem 6.4 B.0 1.0 g3t B0T 55 6.0 B0 B0 7.0 45 41 31T 28
Uruguay 5T 35 4.0 1165 £5 280 -10.3 135 110 250 B3 B0 TE T2
Venezuela 42 5.0 0.0 1041 0.6 35 30 -3.0 0.0 30 285 223 234 ara
AszlaPacific
Japan 0.7 25 0.4 55 14 0.3 0.5 1.0 12 13 0.3 0.2 0.1 0.1
Australia 21 154 25 56T 264 154 181 84 257 18 31 1271 7t 27
Mew Zealand 13 25 28 47 04 33 30 23 34 32 18 11 25 28
Asla ex Japan T4 6.2 6.6 T3 57+ 59 f.4 6.4 64 71 44 39 15T 40t
China 62 .7 BS 6.4 6.9 L] BS BT BT BT 46 24 26T ATt
Hong Kong 5.0 12 32 24 0.4 20 25 35 i5 5.0 BT 42 25 27
India 6.5 56 6.0 6.1 5.3 52 5.0 58 6.0 6.8 B4 1041 98 9.0
Indonasia 6.5 5.0 37 46 6.2 30 30 35 45 50 441 45 34 22
Korea 36 24 ) 33 35 114 20 35 35 35 4.0 4.0 24 18 a1
Malaysia 541 4.7 29 54 58 23 15 20 30 35 32 1.7 1.1 1.2
Philggines 38 53 35 126 0.9 1.2 1.2 45 45 45 47 219 23 23
Singapore 44 21 34 05 0.7 1K} 41 41 4.1 4.1 55 53 34 24
Taiwan 4.0 1.1 34 15 35 18 38 45 46 4.8 14 1.7 21 18
Thailand oA 58 27 508 139 2.0 2 15 20 el 4.0 25 1.3 1.4
AfricaiMiddle East
|srael 48T 30t 44 0t w4 20 28 449 6.1 6.1 25 16 13 15
South Africa 34 et s2l 7 32 23+ zal 3@t a2 st 6 57 5.5 56
Europe
Euro area 15 0.5 4 0.2 a1d a7 1.0 0.5 05 05 1.0 29 25 25 1.8
Germany 3 1.0 1.2 20 14 0.3 0.5 15 15 18 2A 24 1.4 16
France 17 0.1 0.6 04 0.2 0.3 0.0 0.4 1.0 13 26 23 23 1.7
Ity 05 23 A0 3.3 <24 25 15 04 .5 0.0 7 36 34 25
Spain 04 15 04 -1.3 =17 2.8 20 05 05 05 2y 18 32 26
United Eingdom 0.4 -0.4 15 1.3 -14 20 0.5 15 20 25 46 24 27 26
Emerging Europe 44 27 ol 247 1.3 134 22 3 31 161 6.4 5.0 b8 58
Bulgaria 1.7 1.0 25
Czach Republic 17 1.1 0.4 31 0.4 424 431 21t 104 431 24 34 28 24
Hungary 16 1.2 0.4 5T 084 05 0.5 1.0 15 1.8 4.1 55 55 313
Poland 4.3 24 24 24 1.6 12 16 18 24 35 46 4.0 AT 26
Rornania 25 0.6 4 - T 24T A0 0+ 124 04T 12t 34 18 44 42
Russia 43 36 34 a7 15 20 30 4.0 40 T 6.8 39 6.7 T4
Turkey g5 28 41 1 8.2 9.4 6.5 54
Global 30 25 ar 31 148 20 24 27 29 32 38 28 28 it
Developed markets 13 1.2 L 12 14 07 0.5 og T 1.2 15 1.8 27 18 20 1.8
Emarging markets 6.1 47 5a 54 414 471 514 54 551 58 T BT 46 45 50t
Sowrca: [ Margan
3
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3 of the Securitics Act 1978, The recipient of this matenal must not distribute it to any third party or outside Mew Zealand without the prior written consent
of IPMSAL. Canada: The information contained herein is not, and under no circumstances is to be construed as, a prospectus, an advertisement, a public
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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 securities, financial instruments or strategies to particular clients. The recipient of this report must make its own
independent decisions regarding any securitics or financial instruments mentioned herein. JPMS distributes in the U8, research published by non-1.5.
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