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The J.P. Morgan View

Weak economy vs. strong liquidity. Who wins?

* Assel allocation — Strong hauadity, heavy supply of safe assets, lugh nsk
premia, defensive posihoning by end mvestors, and a QE focus on reducing
downside nsk are not techmcals but are troe fundamental dovers of the nsk
rally that trump weak economsc growth. n our view.

» Economics — Q3 global growth remuns a5 soft as Q2. confmmmg bottonmmg
process, but not vet a rebound. Only nung order/mventory rabos and ralbing
markets hmt at rebound mto Q4. we beheve. We nudge up 2013 Euro area
growth from 0.2% to 0.3% on mmproved financal conditions.

+ Fixed Income —Position on wader swap spreads m Treasunes, Bunds and UK.

+ Equities — Stay long value stocks m Europe, commodity sectors globally, US-
housmg-sensitive sectors withan the US, and US agamst EM.

+ Credit — Stay long credst spreads across the US HY and EM sovereigns and
corporates and we expect farther spread compression.

Currencies — Mew FX forecasts, wath weaker dollar into year-snd,

+ Commnodities — We think agrculture prices have peaked and will move lower
from here. Open a shost i the GSCT agnculture index

Markets took a breather this week. after last week's fireworks, with equuties
and credut largely flat, and bonds vields and commodites down, It was a quoet
week for data, but what we got was on the softer side. We contmue to think
global growth 15 bottonung. but the evidence so far confirms oaly that growth
has come down and thar Q3 seems equally soft as Q2. There seems no real
evidence vet of a rebound m growdh. All we have i a fnee @ onders relative o
wventones m flash PMIs, a nse m confidence, & surpmg fmancaal asset pnces.

+ The weak economuc data of the past rwo years and nsing asset pnces have
created a corumdrim to mvestors on what they should really follow -- the wealk
fundamentals or the good “technicals™? We have argued here frequently that
bty driven asset reflabion m a2 oaarket wath high nsk prenua and defenave
positions tromps weak econonnc growth, as g as the lamer does not
detenorate mio recession. Hence, we have chosen io remam long nsk assets
despate repeated downgrades 1o econonue growth progections. We bike 1o make
clear though, that these so-called techmcals are 10 us very Amdamental and are
not % short term m nature a5 many would suspect. And thes for three reasons.

+ For one, the relative supply and demand for fmancial assets 15 not 3 mere
short-term fechmcal but 15 hased on the first fundamental low of economucs,
winch 15 that of supply and demand. Government supply of government debt
and cash 15 many tmes the supply (net issuance) of corporate debt and equaties.
Hence the latter, scarcer corporate secunbies should nse m pnce agamst the
mch more abundant supply of government hatnhties (lugh-powered money and
government debt). This force 1= not 3 short-term techmical mmpact, but i fact
works more slowly and profoundly.
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