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The J.P. Morgan View

Weak economy vs. strong liquidity. Who wins?

= Asset allocation — Strong hiquidity, heavy supply of safe assets, high nisk Global Az=at Allocation
premia, defensive positioning by end investors, and a QF focus on reducing

A
) ) - ; . . ) Jan Loeys
downside risk are not technicals but are true fundamental drivers of the risk
rally that trump weak economic growth, in our view.
) . . - . JPM Chase Bank MA
* Economies — ()3 global growth remains as soft as (Q2, confirming bottoming craan hase Ban
process, but not yet a rebound. Only rising order/inventory ratios and rallying John Normand

markets hint at rebound into 4, we believe. We nudge up 2013 Euro area ‘

growth from 0.2% to 0.3% on improved financial conditions.

J.P. Morgan Securities ple

* Fixed Income —Position on wider swap spreads in Treasuries, Bunds and UK. ikolaos Panigirtzoglou
= Equities — Stay long value stocks in Europe, commodity sectors globally, US- ‘

housing-sensitive sectors within the US, and US agaimst EM.

J.P. Morgan Securities ple

s Credit — Stay long credit spreads across the US HY and EM sovereigns and Seamus Mac Gorain
corporates and we expect further spread compression.

* Currencies — New FX forecasts, with weaker dollar into year-end. J.P. Morgan Securities ple
Matthew Lehmann

* Commuodities — We think agriculture prices have peaked and will move lower
from here. Open a short in the GSCI agriculture index.

3 . " J.P. Morgan Securities plo
= Markets took a breather this week, after last week's fireworks, with equities 4 !

and credit largely flat, and bonds yields and commodities down. It was a quict Lan Evans

week for data, but what we got was on the softer side. We continue to think =

global growth is bottoming, but the evidence so far confirms only that growth

has come down and that Q3 seems equally soft as Q2. There seems no real 4P Morgan Securities ple

evidence yet of a rebound in growth. All we have is a rise in orders relative to YTD returns through Sep 20

inventories in flash PMIs, a rise in confidence, & surging financial asset prices. %, equities are in lighter color.

saps00 | o

# The weak economic data of the past two years and nising asset prices have MECI AC World®

created a conundrum to investors on what they should really follow -- the weak EMBIG

fundamentals or the good “technicals™? We have argued here frequently that EMS Co

higuidity driven asset reflation in a market with high nsk premia and defensive P

positions trumps weak economic growth, as long as the latter does not MSCI Europe”

deterorate into recession. Hence, we have chosen to remain long nisk assets U5 High Yield

despite repeated downgrades to economic growth projections. We like to make Gold

clear though, that these so-called technicals are to us very fundamental and are MESCIEM

not as short term in nature as many would suspect. And this for three reasons. US High Grade

Ewrope Fixed Inc*

# For one, the relative supply and demand for financial assets is not a mere EMFX

short-term technical but 15 based on the first fundamental law of economics, EM Local Bonds**

which is that of supply and demand. Government supply of government debt .

and cash is many times the supply (net issuance) of corporate debt and equities. ) Topix

Hence the latter, scarcer corporate securities should rise in price against the US Fixed Income

much more abundant supply of government liabilities (high-powered money and Giohal Gov Bonds™

government debt). This force is not a short-term technical impact, but in fact GSCITR

works more slowly and profoundly. Us cash P |

5 0 & 10 15 20
Source: | Morpan, Bloomberg. See blue
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Second, credit and equities are characterized by much higher risk premia
versus government debt than we typically see in this point of the cycle.
Central banks are now acting not merely to merease the supply of cash, but
are also casting their policy in term of providing downside nsk protection
(insurance ). We would classify the ECB’s OMTs as exactly that. They will be
implemented only if needed and with an explicit objective to eliminate nsk
premia on sovereign EMU debt. The Fed's new QE3 similarly 1s conditional
on the state of the economy and labor market and will be accelerated if the
economy weakens. If only US and Euro fiscal authonties could similarly
reduce downside nisk, nsk premia would surely come crashing down. Risk
premia are thus fundamental and not merely technical.

Third, it 1s frequently argued that markets are running ahead of still weak
fundamentals (growth) and are thus wrong. We would argue that the
transmission process of monetary policy in a world of zero interest rates runs
exactly from markets to growth. It 1s through asset reflation that central banks
try to stimulate growth. Hence market will lead economies. Don’t fight a
determined Fed, ECB, BOI and BoE, especially not when they work together.

To be clear, we are not telling you to ignore economic growth. Stronger
growth would have given us higher equity prices. But at this point in the cyele
{we assume we are mid-cyele), volatility of economic data 1s trumped by
relative supply & demand & changing nisk perceptions, as long as we do not
have another recession. Growth, however, does have an impact on relative
country and sector performance. The top chart shows how growth forecasts
for 2012 have been stable in DM, but have trended down in EM owver the past
& mths, which likely explains why EM equities have underperformed. The 2nd
chart shows how cyelical stocks have not kept up with their high-beta nature
over the past 2 years, underperforming defensives, despite an overall rally in
stocks, likely as eyclicals are more vulnerable to downgrades in growth.

Fixed income

Yields edged lower on weaker data. Spain’s largest bond auction since January
provides more evidence of the impact of the ECB’s backstop, although it
remains unclear when the backstop will be activated. The Bank of Japan
Joined its counterparts in announcing further bond purchases, but with the
focus remaining on bills and short-dated bonds, the impact is likely to be
limited, and we are in fact modestly bearish on duration in Japan.

(-4 central banks are slated to buy nearly $1trillion net of bonds over the next
year, half of that due to the Fed's MBS purchases. Together, FX reverse
managers and G- central banks already own an estimated %1 Itrillion of
bonds, equivalent to over one third of global bonds rated AA and above, or
more than half of those rated AAA, following a steady upward trend in recent
years (sce Chart, and today’s Flows and Liguidity). By hoovering up most of
the net issuance of safer bonds, the official sector appears to be continuing to
push investors into riskier or less liguid alternatives.

We are not strongly positioned on duration, even as we expect higher US
Treasury vields over the balance of the year. We remain positioned for
narrower intra-EMU spreads, consistent with a broader view that credit and
liguidity spreads are a more attractive source of carry than extending duration.
We do, howewer, look for the sharp narrowing in swap spreads across
markets, driven in part by heavy swapped issuance, to reverse course, and
hold spread wideners (long govies vs swaps) in USTs, Bunds, and UK gilts.

J.EMorgan

2012 EM vs. DM consensus GDP growth forecasts
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Global cyclical vs. defensive equities vs. global
equities
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More details in ...

Global Data Watch, Bruce Kasman and David Hansley
Global Markets Oullook and Strategy, Jan Loeys, Bruca
Kasman, et al.

US Fixed Income Markets, Terry Belton and Srinl
Ramaswarnmy

Global Fixed Incoma Markelz, Pavan Wadhwa and Fabio
Bassi

Emerging Markets Outiook and Strategy, Joyce Chang
Key Iradas and risk: Emarging Marke! Eguity Strategy,
Adrian Mowal et al.

Flows and Liguidity, Mikos Panigirtzoglou et al.

Description of YTD Chart on front paga:

Returng in USD. "Local currency. “"Hedged into USD.
Eurg Fixed Income is iBoxx Overall Index. US HG, HY,
EMBIG and EM % Corp ara JPM indices. EM FX is ELMI+
in 3.
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Equities

Equity markets paused this week following two weeks of strong gains of
almost 5% for MSCI AC World in the first two weeks September. We find no
reason to change our stance. We stay tactically long equities and we favor
vilue stoeks in Europe, commodity sectors globally, US-housing-sensitive
sectors within the US, and US against EM equities regionally.

Market gyrations have been a permanent feature of the market environment
over the past few vears. But despite this vear's crisis or "soft patch”, equities
have delivered double digit returns outperforming other asset classes. In our
opinion, this justifies a focus on the long term. Our quarterly publication
“Trade opportunities for long term investors, Sep 197 does exactly this. It
looks bevond short-term gyrations and focuses on long-term trading themes.

Our recommendation for the long term 1s to focus on monetizing extremities
in yield gaps and nisk premia, e.g., the multi-decade-high yield gap between
equities and bonds and risk premia such as correlation and skew risk premia.
Our equity specific trades are shown below:

Buy high dividend yield US equities vs. 10y USTs

Buy 2013 FTSE 100 dividend futures for defensive growth
Stay short S&P 500 long-dated skew

Stay short S&P500 correlation

Stay short Nikkei convexity

Stay OW European SMid vs US Shid

Buy MSCI EMS vs. MSCI World$

Long Dax vs. EuroStoxx50

Credit

This week was mixed for eredit. US HG spreads continued to come in and
are now at their lowest level for over a year and US CMBS also rallied
further. However, HG spreads in Europe and US HY spreads both widened a
little along with EM sovereign and corporate spreads. Some profit taking is
not surprising given the almost straight line rally we have seen across spread
products over the last few months but we think a big correction is unlikely. In
our view, credit remains the most attractive asset from a carry-to-risk
perspective and QE is pushing fixed income investors out of low vielding
government debt, leaving little choice but to move out further and further
along the risk spectrum.

This week saw a record weekly inflow into European HY funds ( European
High Yield Fund Flows: Weekly Update, Daniel Lamy et al,, 21 Sep) Our
European credit strategists believe investor positioning in European HY 15 still
light and supports further spread compression. They also see value in Spanish
coverced bonds, where there could be significant positive event risk from
Spanish bank recapitalization announcements in the next fow weeks.

Foreign Exchange

We published our monthly Key Currency Views today. We revised forecasts
globally to reflect greater inflation risks in the US and less sovereign
stress in Europe following the Fed's proclamation of open-ended asset

J.PMorgan

Official sector bond holdings relative to global
bond market
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More details in ...

U8 Cradit Markels Outlook and Strategy, Erlc Balngtain

ol al.

High Yisld Credit Markels Weekly, Pater Acclavartll af al.
Eurapean Cradit Outlook & Strategy, Sleven Dulake al

al.

Emerging Markels Crozs Product Strategy Weakly, Eric
Beinslain af al.
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purchases on September 13 and the ECB’s commitment to fund the periphery  Fi weekly change in USD
(within conditions) on September 6. End-2012 targets with previous forecast 107 -
in parentheses are now EUR/USD 130 (1.24), GBP/USD 1.62 (1.58),

USDVIPY 78 (78), AUDVUSD 1.04 (1.02), USD/BEL 1.98 (1.98), USD/MXN 0.5% -
12,50 (12.50), USD/CNY 6.32 (6.30), USD/ERW 1125 (1150), USD/TRY

1.8 (1.8) and USDVZAR 8.50 (8.307. 0.0%

*  Although the world's biggest central banks (Fed, ECB, BoE, Bol and SNB)

have been engaging in various forms of QE all year, the dollar has been the 1.5% 1
biggest casualty so far. It is down 3% trade-weighted, outdone only by the

declines in IDE, BRL, ARS and GHS. This momentum surprises some who “1.0% 1
think of all balance sheet expansions as equal and therefore offsetting as far as -

their currency influence. Not true, in our view: As we have argued before,
balance sheet expansion entails positive and negative effects on currencies, so
the central bank's decision on how and when to deploy hquidity 1s critical. The
currency-positive effect is lower defawlt risk if the central bank targets
distressed assets (ECB). The negative effect is lower real vields if asset
purchases push nominal rates down and inflation expectations up. If default
rates decline, this impact is positive where investors are underweight the
currency as a credit hedge (EUR), since QE drives short-covering. If real rates
fall, QE is more negative if the country is a capital importer (US) or if
investors had been long the cwrrency (USD in 2009) or close to neutral
{September 2012), since investors will fund carry trades in the lowest-yielder.

USD JPY EUR GBP CHF CAD AUD
Wi
Source: JP. Morgan

*  From this perspective it should be clear why the Fed should have more luck
weakening the dollar with its balance sheet than will the ECB or the Bank of
Japan. Fed QE is driving up inflation expectations more guickly and from a
higher level than are the ECB or Bol; the US is the current account debtor
amongst the G-3; and investors are roughly neatral between funding in dollars
and euros after six weeks of short-covering in the euro crosses. To offset the
Fed's move, the ECB would need to cut rates again, in our view.

Commodities

«  Commaodities sold off sharply this week, led lower by oil. il is down 6%
as Saudi Arabia stated it will be offering extra oil in an attempt to lower
prices. Since then, prices have stabilized somewhat and are moving higher
again. It seems unlikely we will see matenially lower o1l prices for the time
being given ongoing tensions in the Middle East and a QF induced weaker
USD. We remain long energy and long Brent ime spreads m our GMOS
portfolio as a hedge against the nisk of a supply shock in the Middle East.

«  Agriculture prices have been in a choppy range for the last two months and
appear to have peaked. Historically, agriculture prices have experienced some
element of mean reversion. This should make sense from a fundamental
perspective as price spikes typically oceur because of some supply shock,
often because of unfavorable weather. However, higher prices induce higher More details in ...
planting and so greater supply from subsequent harvests, which pushes prices  py Markats Waekly, John Normand et al.
back down. Our Agriculture strategists see prices falling through next year
precisely because of this dynamic. We thus take profit on our longs in corn
and sovbeans and open a short GSCI agriculture position. This trade also
has positive slide given the current upward slope of most agriculture curves.
In our GMOS long-only commaodity portfolio, we balance this trade by
remaving our UW in base metals so that we are OW energy and gold but
UW agriculture.

Cemmodily Markets Oullook & Strategy,
Celin Fenton el al.

Oil Markatz Manthly, Colin Fanton et al.
Daily Metals Mote, Colin Fentan at al.
Agricultura Weekly, Diatz et al.
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Interest rates Current Dec-12 Mar-13 Jun-13 Sep-13 YTD Raturn®
United States Fad funds rate 0125 0.125 0.125 0.125 0125

10-year yields 1.17 2.00 2.00 2.00 225 1.6%
Euro area Rafi rate 0.75 0.50 .50 0.50 0.50

10-year yields 1.60 1.50 150 1.60 1.70 2.5%
United Kingdarm Rapa rate 0.50 0.50 .50 0.50 0.50

10-year yields 1.83 1.65 165 1.80 1.95 2.5%
Japan Cvamnight cal rate 0.05 0.05 0.05 0.05 0.05

10-year yields (.80 0.90 0.90 0.495 1.00 1.6%
GBI-EM hedged in § ‘el - Global Diversified 587 6.00 5.T%
Credit Markets Current Index ¥TD Return*
US high grade (bp over UST) 170 JPMargan JULI Porfolic Sgread 1o Treasury B.0%
Eure high grade (bg over Euro gov) 196 iBoxx Eurg Corporate ndex 7.89%
USD high yield (bp va. UST) 555 JPMorgan Global High Yield Index STW 12.8%
Eura high yield {bp aver Euno gow) m iBoxx Euro HY Index 18.7%
EMBIG (bp vs. UST) Fa: k] EMEI Glotal 14.1%
EM Comporates (bp vs. UST) M5 JPM EM Corporates (CEME) 13.4%

Quartesly Avarages
Commaodities Current 1204 1301 1302 1303 GSCI Index YTD Return®
Brant {3mhbil) 111 105 112 108 120 Energy -1.0%
Gold ($Hoz) 1778 1725 1750 1775 Pracious Matals 12.2%
Copper ($medric ton) 8263 B0Q BEOQ ET00 Irchustrial hietals 5%
Coen (3/8u) 7.50 8.75 8.50 8.25 Agriculiure 17.3%
3m cash YTD Return®
Foreign Exchange Current Dec-12  Mari3  Jun-13  Sep-13 index  inUSD
EURIUSD 1.30 1.30 1.30 1.32 1.34 EUR 0.9%
UsDvIPY 8.2 T4 T4 79 74 JPY 1.4%
GBRIUSD 162 162 162 163 1.65 GEP 5.5%
USIVERL 202 1.98 1.95 195 1.95 BRL =2.3%
USDVCNY 631 .32 f.32 £.30 .25 CHY 1.2%
USDVKRW 1118 1125 1125 110 1100 KRW 4.6%
USDITRY 1.19 1.80 175 175 1.70 TRY 11.7%
YTO Return us Europe Japan EM

Equities Current  (local ecy) Sector Allocation * YTD YTD ¥TD YTD (§)
&P 1464 18.0% Energy 9.0% 16% -4 6% 6.1%
Masdag a0 Z2E% Materials 14.4% 11.6% 6.3% 54%
Topix 756 4.8% Industriale 12.7% 15.5% 1.1% 10.8%
FTSE 100 5853 BA% Discrationary 23.4% 22.3% 8.1% 10.5%
M5C| Eurozone® 147 16.2% Staples 136% 14.0% 12.5% 14.T%
M5C| Europe® 1122 13.3% Healihcare 17.5% 15.3% 10.8% 24.4%,
MSCIEM 5* OB 11.8% Financials 23.9% 20.1% 22.9% 14.5%
Brazil Bovespa 61971 9.3% Infarmation Tach. 24.6% 14.9% -16% 19.9%
Hang Seng 20735 14.8% Telecommunications 26.6% 1.8% 9.2% 12.5%
Shanghai SE 2027 19% LHilites 11% 9.7% -20.0% 41%
*Lavelsiratums as of Sap 20, 2012 Owerall 18.0% 13.3% 4.8% 11.8%

Local cumrency except MSCIEM 3
Source: | Morgan
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Global Economic Outlook Summary

Real GOP Real GDP Consumer prices
% aver a year ago % ower pravious peniod, saar % owar a yaar ago
211 012 013 1012 a1z iz 4012 1013 13 a3 40M 2012 4012 20413
The Americas
Urited States 18 2.2 20 20 1.7 15 20 15 23 25 33 18 Wt 174
Canada 24 20 21 1.8 1.8 14 20 21 21 22 27 14 24 21
Latin America 432 281 ar 29 22 ) 45 410 331 364 138 72 6. 6.3 72
Argentina 89 33 22 36 45 2.0 6.0 0.0 15 05 94 104 104 114
Brazil 27 14 4.1 0.5 1.6 4.8 46 38 41 43 6.7 54 54 55
Chile 6.0 a0 45 31 71 20 4.0 46 47 44 41 11 25 11
Colombia 54 431 45 0ad 67t 281 38t 42)1 551 551 ag 14 31 32
Ecuadar T8 410 410 28 35 410 410 410 40 50 55 51 42 44
Mexico 19 a8 36 419 a5 a5 a5 410 32 33 35 38 44 41
Pem 6.9 f.0 7.0 8.3 f.0 5.5 f.0 .0 a0 (A 43 41 31 28
Unusguay 5.7 a5 410 1181 241 9.0 4 oaat 104 Tt sapd 83 810 78 72
Venezuela 42 5.0 0.0 101 0.6 35 -10 -10 0a 10 25 23 2314 373
AsialPacific
Japan .7 20 0.6 53 0.7 =20 0.0 1.0 12 13 A3 02 04 2
Australia 21 35 25 5.6 26 15 18 38 25 14 31 12 17 27
Wew Zealand 13 6t 29t 414 23t 15+ 351 a7t o3d i 148 wd 174+ 184
Asia ex Japan T4 f.1 f.5 7.2 a7 55 f.4 f.6 64 A 45 34 35 34
China 9.3 7.6 4.3 6.5 6.7 4 8.5 8.5 8.7 L 44 28 25 35
Hong Kong 5.0 1.2 3.2 24 0.4 20 25 35 35 50 57 42 25 27
India 6.5 5.6 £.0 f.1 53 52 5.0 5.8 g0 6.8 84 101 94 94
Indonesia 6.5 50 3T 46 f.2 a0 30 35 45 50 41 43 35 22
Komea 16 24 a4 a5 141 20 a5 a5 35 40 41 24 18 41
Malaysia 5.1 47 29 5.8 58 25 15 20 3n 15 32 17 141 12
Philippines 38 53 a5 126 04 12 1.2 45 45 45 a7 29 23 23
Singapare 49 21 34 9.5 .7 0.8 41 41 41 41 35 53 34 24
Taiwan 41 11 a8 15 a5 18 3.8 45 45 48 14 1.7 21 14
Thaiand 0.1 5.8 27 50.8 1348 20 20 15 20 20 41 25 13 141
Africa/Middle East
|srzel 464 3n amd ot 4t 20 28 49 f.1 6.1 25 16 13 15
Sauth Adrica 31 26 32 27 32 23 24 38 32 16 .1 57 35 54
Ewrope
Euro area 15 -0.5 03t - 0.7 -1.0 0.5 oet o0&t 13t 25 25 25 18
Gemary 31 1.0 131 20 11 0.3 0.5 15 18T 0t 28 21 21t 147
Framce: 1.7 0.1 o7t 0.1 .2 .3 0.0 0.8 13T 1571 28 23 214+ 154
Iialy 0.5 254 47t a3 334 2.5 -1.5 431 0wt o5t 37 14 il ol
Spain 0.4 441 a5t a3 -1.7 =25 Tt 20 ot 10t 1t 27 15 T ot
Urited Kingdom 0.8 0.4 15 -1.3 -1.8 20 0.5 15 20 25 45 24 27 28
Emerging Eunops 48 ar 3n 24 13 13 22 31 KR 16 6.4 54 59 59
Bulgaria 1.7 1.0 25
Czech Republic 1.7 =14 04 -31 0.8 -1.2 -1.3 21 10 41 24 34 24 24
Hurgary 1.8 -1.2 0.8 -15 09 0.5 0.5 1.0 15 14 41 55 55 33
Podand 43 24 21 24 1.6 12 1.6 1.8 24 15 45 41 7 26
Romania 25 0.6 04 0.6 21 <1.0 0.8 1.2 .4 32 34 14 47 G4
Russia 43 36 34 a.r 15 20 an 4.0 410 a7 6.8 38 6.7 74
Turkey 85 28 41 92 94 6.5 54
Global 3.0 24 26 3a 191 1.8 23 a7 wmtr iz 34 28 84 184
Developed markets 13 1.2 1.2 1.7 0.6 0.2 0.8 131 151 191 27 14 19 4+ 16 +
Emerging markets 6.1 4.7 5.2 5a 421 46 31 5a 35 548 &7 44 43 54
Sowrce: [} Margan
i1
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