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Topics: market/economic update, and the transcript from the latest televised confession

Market update. We released our 2013 Outlook on January 2nd; please contact your J.P. Morgan team for an electronic or
printed copy. Since that time, more of the same:

o Reflation. Equity volatility has fallen to pre-crisis lows as central banks drive up financial markets via ultra-low interest
rates, hoping for whatever trickle-down effect they can get in the economy. Piles of cash held by pensions, endowments, central
banks, individuals, etc, are looking for return, and on the march. While earnings growth is slowing, equity valuations are not
stretched in an historical context. Expect another vear of markets outperforming what growth alone would imply.

o US growth is running at ~2%. Income, consumption, housing and capital spending were improving at year-end. Higher
income tax rates and the end of the payroll tax holiday will probably slow growth for a quarter or two before a modest rebound
later in the year. Q4 S&P profits are coming in better than lowered expectations, and 2013 estimates are stabilizing at 10% y/y.

o China's economy has been improving (production, demand, trade, housing, capital spending), reinforcing consensus growth
expectations of 8% . In the rest of emerging Asia, exports and production are rising gradaully after last vear’s slowdown

o i a schizophrenic Ewrope, economic data is still weak while capital markets keep improving. German growth stalled, the %
of employed Italian men hit a new all-time low of 66%, and Spain’s unemployment rate is about to pass Greece. Employment is
usually a lagging indicator, but forward-looking surveys for Italy and Spain don't look good either. Howewver, deposit outflows
have stabilized, Spanish bond yields keep declining and European HY spreads are back to pre-crisis levels, all based on the view
that the ECB (firmly in Italian hands) will print money and bail everyone out. France passed legislation to introduce more
flexibility into labor markets, but they ve got a long way to 20 to close the unemployment and export gap with Germany.

o Japan edges closer to a formal money-printing exercise of its own as the global currency wars continue. This week's
announcement fell short of the Big Bang, but was made by lame duck members of the Bol who are on their way out; expect to
hear more in April. Something tells me Europe may be the export loser as the Euro appreciates against the Yen.

True Confessions. Televised confessions make for fascinating viewing. Below is a transcript of Federal Reserve Chairman Ben
Bernanke (“Chairman™) on The Zeppo Show'. This imagined exchange is our way of surfacing the debates and risks around the
Fed's balance sheet and possible exit strategies, a universal question that we get from most of our clients.

Zeppo: “Thank vou for coming on the program. What brings you on the show today?"”

Chairman: “1 have a confession to make. For the last few years, I have been injecting the US economy with steroids in the
form of Central Bank asset purchases. While at times FOMC members obscure it, the primary goal of this exercise is to drive up
financial asset prices, make holders of such assets feel wealthier, more confident, and spend more money than their current
income affords. Increased spending should lead to higher incomes and profits that, in a virtuous circle, will further support
economic expansion. Lower corporate bond rates also encourage investment, and eventually, hiring.™

ZLeppo: “Thank you for being so frank with us, I know it must be hard. I have to ask, how is that different from the much-
derided supply side arguments of the 1980s, referred to as trickle-down economics?”

Chairman: “No comment on that, The FOMC is doing what it thinks is best for the US economy using the tools at its disposal
which as our mandate states, is to make progress toward maximum employment and price stability.”

ZLeppo: “Let’s look at the asset purchases. The Fed has undoubtedly been successful in driving up equity markets compared
to prior cvcles. The pass-through to growth and employment is not showing that much progress yet; is it too early to judge?”
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Source: BEA, BLS, Haver Analytics, NBER. *Solid line denotes median and band denotes range.

! This is of course a completely fictional account of a conversation that never happened. There is no Zeppo Show as far as I know.
~ Read Bernanke's Washington Post editorial from November 4, 2010 for an explanation of asset purchases in his own words.
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Chairman: *1think so. Without asset purchases, employment would probably be worse. Data suggests that cyclical rather than
structural factors are the primary source of increased unemployment. If that is correct, accommodative monetary policy to
support the recovery should help. We must watch long-term unemployment: even if the primary cause is insufficient demand, if
progress in reducing unemployment is too slow, the long-term unemployed will see their skills and labor force attachment
atrophy further, possibly converting a cyclical problem into a structural one. Another concern is generational. Over three
million jobs have been created since 2009. However, jobs for those over age 55 have risen by 4 million, while workers from 16-
34 have been net losers of 0.6mm jobs. A couple of other statistics on labor markets to show why the Fed is addressing this
component of its mandate with so much vigor: the unemployment rate when including discouraged workers and people working
part-time for economic reasons is over 14%."
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Zeppo: “Even so, there is some controversy about the long-term impact of central banks influencing markets. 1 remember

an article that Jeremy Grantham wrote a couple of vears ago around Halloween entitled, *Night of the Living Fed: The Ruinous
Cost of Fed Manipulation of Asset Prices’. He referred to the negative consequences of misallocation of capital, unproductive
speculation, the risk of currency-related conflicts, and the corrosive impact of repeated boom-bust cycles over time. The
housing boom-bust, partially fueled by a 1% Fed Funds rate in the early 2000s, is just one example.”

Chairman: *1 can’t say that I've read it. No question, the Fed did not cover itself with glory in assessing the risks of the
housing and subprime problems during the prior credit cycle. However, there are costs to every policy decision; the question
one has to answer is whether the benefits outweigh the risks in the long run.”

Zeppo: “Let’s talk about those risks for a minute. Why are vou not worried about the inflationary consequences of easy
monetary policy and the size of the Fed's balance sheet?”

Chairman: “Current inflation measures are benign, and more importantly, there is a large negative output gap. By this I am
referring to estimates by the Congressional Budget Office that effectively measure the amount of spare capacity in the US
economy, and how much the economy could grow before generating inflationary pressure. As you can see. the negative output
gap is large, unlike periods in the mid 1970"s when there was a positive output gap and easy monetary policy, which when
combined with an oil price shock and protectionist labor markets, led to inflation. Circumstances are quite different today.”
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Zeppo: “I hear you, but James Bullard, an FOMC member from the 5t. Louis Fed, is a critic of output gaps and thinks the
US version might not be that negative. He cites unresolved gap measurement issues and shaky empirical relationships®. He also
believes that positive output gaps outside the US are important to look at as contributors to US inflation dynamics.”

Chairman: “The FOMC is not relying just on output gap estimates. There is a healthy debate at the FOMC about these issues,
which we continue to monitor. By the way, are you sure that your viewers are really interested in stuff like this?”

Zeppo: “I sure hope so, since we cancelled Otis the Sky-Diving Dog to book you. Let’s get back to it. Some Fed watchers
also note that while QE1 and QE2 were adopted when inflation expectations were falling, the more recent Fed actions have
taken place when they were stable. In other words, despite the disappearance of deflation risk when looking at what is priced
into TIPS markets. That's what the chart below shows.”

Chairman: “To reiterate, the employment situation is taking a front seat for a while given Fed concerns about structural
unemployment risks. At the current time, our thinking is that Fed asset purchases would stop if core inflation rose persisently
above 2.5%, or if unemployment fell below 6.5%. Or if Texas Governor Rick Perry says its OK (just kidding).”
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Zeppo: “Even if we assume that inflation stays low, assuming that the US is not Japan, eventually the output gap chart will

close, and it will be time to withdraw some of the liquidity that has been created. How complicated do vou think that will be?
Here's a chart on excess reserves in the US banking system. As you know, these balances are not a result of ‘bank hoarding” or
‘miserly bank lending standards’, but a direct byproduct of the excess reserves created by the Fed to pay for Treasury and
Agency bonds it purchased during its balance sheet operations. By next summer, excess reserves could top $2 trillion.”

Chairman: “There are a variety of mechanisms the FOMC can use when the time comes. One approach that the Fed has written
about conducts monetary policy through the rate paid on these excess reserves, such that this rate becomes a proxy for the cost
of money which the Fed can raise or lower as it sees fit. We would raise it in the scenario you mention.”

Zeppo: “That sounds plausible, but what happens when/if interest rates have to be raised to a level above the Fed's income
on the Treasury and Agency securities that it holds? The first consequence would be a reduction in the positive carry subsidy
that the Fed has been paying to the US Treasury, and as interest rates rise further, eventually the Fed would be in a negative
carry situation. What then? Would the Fed sell gold so as not to have to go to Congress to be recapitalized?”

Chairman: “You are talking about a string of hypotheticals that are a long way away from today, at which time the FOMC will
evaluate its range of options, including asset sales and repo operations. That is a bridge we can cross when we get there.”

Zeppo: “0k, I don't want to get too exercised about this...maybe I should stop reading Charles Plosser, president of the
Federal Reserve Bank of Philadelphia. He has been giving interviews in which he wonders about the speed by which interest
rates would have to be raised on excess reserves to prevent undesired lending to an overheating economy, the limited experience
that the Fed has with this approach, and what the next steps would be if it did not work as expected. Some of his comments
verge on the hysterical, and by that I mean ‘concerned’ rather than “funny’.”

! “Global Ontput Gaps: Wave of the Futire 7, James Bullard, President and CEQ, FRB-5t. Louis, Monetary Policy in a Global Setting:
China and the United States, 28 March 2012, Beijing China
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Chairman: “There are a wide range of opinions on this issue, and Charlie’s views are part of that spectrum. 1 have said in the
past that we will continue to reevaluate the costs and benefits of these activities, and adjust them as necessary. [ should also
point out that there is a large consensus on the Federal Open Market Committee for the steps the Fed is taking, and for exploring
the concept of paying interest on excess reserves as an exit strategy.”

Zeppo: “Let me ask about the independence of the Fed. US net debt to GDP
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third mandate for the Fed now, and why it is forcing down interest rates?”

Chairman: “Absolutely not. The FOMC remains committed to its dual mandate on inflation and price stability. When the time
comes to remove the monetary accommodation, we will do it. and not repeat the mistakes of the 1970's. Who wants to be
remembered like Arthur Burns?

Zeppo: “One last question. Both vou and Bill Dudley have mentioned concerns about mortgage spreads to homebuyers not
declining as fast as spreads on mortgage-backed securities issued by Fannie Mae, for example. The Fed presented a paper at a
recent conference” that stated that mortgage originators were ‘enjoying pricing power on some borrowers looking to refinance’.
Have vou read a recent note from the American Enterprise Institute on the subject? Fannie and Freddie mispriced credit risk
during the housing bubble, and so in 2011, Congress ordered the Federal Housing Finance Agency to ensure that GSE guarantee
fees “appropriately reflect the risk of loss, as well as the cost of capital allocated to similar assets held by other fully private
regulated financial institutions.” As a result, guarantee fees increased from 22 basis points per year in 2003-2006 to 54 basis
points today. The piece also points out that increased regulations add substantial time and expense to the loan origination
process (Dodd-Frank is 11,000 pages so far, and only 34% complete), such that of the above-referenced gap, government actions
account for about 80% of the increase.™

Chairman: “Was there a question in there? Thank vou for the opportunity to participate in this discussion, I have another
meeting to attend.”

F T T T

To reiterate, this is an entirely fictional exercise. The Fed Chairman’s comments above are a mélange of some of his
actual statements and writings, my interpretation and conjecture of what he might say, and pure contrivance. It is my
crude way of bringing the policy options to life for clients. The long-term consequences of Fed manipulation of asset prices
is an issue that concerns me. We are already seeing extreme levels of optimism in some credit markets (e.g., 100-vear Mexican
dollar-denominated bond issued in 2010 at a 6% vield that now yields 4.8%, US HY index yield-to-worst below 6%), and
valuations on some dividend-paying stocks may have gone past where fundamentals alone would bring them. However, overall
S5&P 500 equity valuations are fair at 13.5% earnings, and nowhere near the peaks of prior cycles. Household and corporate cash
balances, and the surplus of deposits over loan growth in the US banking system, suggest an excess of caution rather than an
excess of exuberance, so the overall picture is mixed on this front. If earnings keep rising with an expansion and both household
and corporate leverage remain modest, the risks of a private sector disruption appear low.

Y “The Rising Gap Between Primary and Secondary Mortgage Rates”; Federal Reserve Banks of New York and Boston, November 2012,
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The key issue is the output gap estimate: if it is anywhere close to correct, the US is at least a couple of years away from a
day of reckoning on substantial monetary tightening. While Fed asset purchases may end in 2013, policy rates are unlikely
to be raised for a long time: markets currently expect Fed Funds rates to remain below 1% through December 2015 and possibly
longer. If that’s the case, financial markets are likely to meet our modest forecasts for 2013, particularly with reduced chances
of a disruptive Congressional batile over the debi ceiling.  If I am wrong about near-term US inflation risks, then everything
changes. Will the Fed's exit strategy work as planned when the time comes? Given the unorthodoxy of the experiment, there is
no way to know in advance. The verdict will only be rendered after policies return to normal one day. We are in the part of
the cycle where the steroids are working, the pain is dulled, and there are few signs of organ damage in sight.

Michael Cembalest
LP. Morgan Asset Management

On the Fed Balance Sheet: the mechanics of the Fed balance sheet and its monetary policy operations are quite complicated.
You can find a lot of press articles on the subject, but more often than not, they make over-simplifying assumptions that are at
times not accurate. My two preferred {and impeccable) sources on the subject are Michael Feroli at I.P. Morgan Securities, and
William Denyer at Gavekal Research. To be clear, they are not in any way responsible for the imagined interview shown
above, and my guess is that Feroli would have written it differently (e.z.. he probably would have expressed less doubt/concern
about the long-term cost-benefit of the Fed's balance sheet expansion).

IRS Circwlar 230 Discloswre: IPMorgan Chase & Co. and ity affiliates do not provide tax advice. Aceovdingly, any discassion of U8, tax matlers contamed
herein (including any attachments) v not intended or weitten to be wsed, and caneoet be gsed, in connection with the promotion, marketing or
recommendation by anvone wnaffilfated with JPMorgan Chase & Co. of any of the matters addressed ferein or for the purpose of aveiding U8, - related
penalties. Note that S P Maorgan is nof a licensed insuwrance provider.

The material contained erein i5 intended @3 a general marker commentary. Opinions expressed herein are those of Michael Cembalesy and may differ from those of other J.P.
Morgan emplovees and affiliares. This information in Ro way constinutes 1P, Morgan research and showld not be treated as suwch. Further, the views expressed herein may differ
o thet contained in JP. Morgan research reports. The above simmarvpricesfquotesfstarissics have been olwained from sources deemed to be relfable, but we do not
puarantee their aecwracy or complereness, any vield referenced is indicarive and subjecr o change. Past performance is not a guaraniee of fitwre resielis. References to the
performance or character af our portfolios generally refer o our Balanced Model Portfolios constructed by P, Morgan. It is a proxy for client performance and may not
represent actia! rransactions or investments in olient aecownts. The model porifolio can be implemensed across brokerage or managed acconunts depending on the unigne
obyjectives af each client and is serviced through distinet e gal entisies licensed for specific activities. Bank, rrust and investment management services are provided by TP
Morgan Chase Bank, NA, and itz affiliates. Securities arve offered through L P. Morgan Securities LLC (JPME), Member NYSE, FINRA and SIPC, and it affiliates globally as
lowal legislanion permits. Securities products purchased or sold through JPMS are net insured by the Federal Deposit Insurance Corporation [ "FDIC”); are net deposits or
ather obliganions of its bank or thrifl affifiates and are noy guavanteed by its bank or thrift affiliotes; and are suhject to imvesiment risks, including possible loss of the principal
invested. Nor all investment ideas referenced are suitable for all investors, Speak with vour J.P. Morgan Representative conceming vour persenal situation. This material is not
inrended as an offer or solicitation for the purchase or sale of any financial instreemens. Privare vestments may engage in leveraging and omer specilanive practices that may
increase the risk af investment loss, can be highly illiguid, are not reguired to provide periodic pricing or valuations fo investors and may involve complex fax structires and
delays in distributing important tax information. Tvpically such invesiment ideas can only be offered 1o suitable investors through a confidential offering memorandum which
Sfully describes all terms, conditions, and rvisks. High vield bonds are specwlative non-investment grade bonds thar have higher risk of defaunlt or ather adverse credit evenss
wihtich are appropriate for high-risk invesiors endy. Invesnments in commodities carry greater volatility than invesamenis in traditional securities. There are additional risks
associated with imtermational investing and may not be suitable for all investors. This material is distributed with the understanding thar J.P. Morgan is net rendering
aceaating, legal or tax advice. You should consult with vour independent advisors concerning such matters.

Bank products and services are offered by JPMorgan Chase Bank, NA. and itz affiliates. Securities are offered by L P. Maorgan Securities LLC, member NYSE, FINRA and
SIPC, and other affiliates globally as local legislation permits.

In the United Kingdom, this material is approved by TP Morgan Intemational Bank Limiged (JPMIB) with the registered affice located ar 25 Bank Streer, Canary Whar,
London EX4 5IP, vegistered in England No. 03838766 and is awthorised and regilated by the Financial Services Auwshority. In addition, this material may be distributed by:
JPMorgan Chase Bank, NA. (JPMCR) Parix branch, which is regulared by the French banking authorities Awtoritd de Contridle Pradentiel and Awtoritéd des Marchés
Financiers: J.P. Morgan [Swisse) SA, regulated by the Swiss Fimancial Market Supervisory Autherity; JPMCE Batrain branch, licensed ac a conventional wholesale bank by
the Cenival Bank of Bahrain (for professional clients only); JIPMCE Dubai branch, regidated by the Dubai Financial Services Authorify,

In Hong Kong, this marervial i diseibured by JPMorgan Chase Bank, NAL (JPMCE] Hong Keng branch except to recipienss having an acconnt ab JPMCE Singapore brarch
aied where this marerial relares to a Collective Investment Scheme (other than private funds sich as privete equity and hedge funds) in which cage it is distribured by JP.
Muorgan Securiries (Asia Pacific ) Limited (FPMSAPL). Botk JPMCE Hong Kong branch and TPMSAPL are regudared by the Hong Kong Monetary Authorin.

In Singapore, this material is distritiited by JPMCB Singapore branch except to recipients raving an acconnt af JPMCB Singapore branch and where this material velates to a
Colfective Invesiment Schenee (other than private funds such as a private eguity and hedge fumds ] in which case it 15 distribuced by LP. Morgan (5. EA.) Limited { JPMSEALL
Both JIPMCE Singapore branch and JPMIEAL are regulated by the Monetary Authority of Singapere.

With respect fo cowentries in Latin America, the distribution of this marerial may be restricted in cerfain jurisdictions. Receipr of this marerial does not constiture an offer or
selicitarion fo any person in any furisdiction i which sweh offer or solicitation is noet authorized or to any person fo whom it wenld e pnlawfil fo make such offer or
selicitarion.

Each recipient of this presentation, and each agenr thereof, may disclose to any person, without limitation, the US income and franchise fax rreatment and fax siruciwre of the
trasactions described herein and may dizelose all marerigls of any dind {incliding opinions or other tax anaivees) provided to each vecipient insofar as e materials relate 1o a
US income or franchise fax strategy provided o such recipient by JPMorgan Chase & Co. and itz subsidiaries.  Shouwld you have any questions regarding the information
confained in this material or abour J.P. Morpan products and services, please confact vour JP. Morgan privare banking representative. Addinional information is available
upon request. "I P Morgan™ is the marketing name _for JIPMorgan Chase & Co. and its subsidiaries and affiliates worldwide. This marerial may not be reproduced or
cirenlared withowr JP. Morpan's authority. © 2003 JIPMorgan Chase & Co. All rights reserved

EFTA01187923



