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The J.P. Morgan View Medium-term risks much bigger than near term  Asset allocation –– Near-term downside risks on equities are technical. Medium-term risks, into 2015, are more fundamental. We thus stay long equities for now.  Economics –– China Q2 comes in stronger than forecast.  Fixed Income –– Stay OW Euro area vs. US and UK on continued policy divergence. Focus long duration in local EM (Brazil).  Equities –– Q2 reporting season starting much better than hoped in US and Europe.  Credit –– J.P. Morgan has launched the first daily total return index for US CLO debt, the CLOIE.  FX ––Rate spreads across countries more important for FX than the curve.  Commodities –– Oil correction should be temporary, stay long energy.  Click here for video.  Equities are in a range this week, with EM outperforming again, despite a rise in geopolitical tensions, likely as US and European earnings are coming in decently above expectations. Bonds rallied and credit spreads widened on these same political tensions, though.  The almost straight-line rally in global and US equities over the past few years and seeming imperviousness to economic disappointments and political disasters have made investors wary of a coming correction. Technical signals show a rising risk of a 5-10% correction in the S&P500 (Tips breakevens and S&P500 Index Technical Update, J. Hunter and S. Seceleanu, June 25). Heavy positioning by hedge funds is similarly raising risk (July Market Positioning, M. Kolanovic et al., July 18; charts p. 2).  We accept such correction risks, but see only modest near-term downside that may anyway be quite difficult to trade, as the fundamentals behind the rally in stocks are to us largely intact. Low implied volatilities make it relatively cheap to hedge such downside, though. The fundamentals we focus on remain the lack of any return on cash and generally low market and economic volatility. Incoming economic data and surveys are raising our confidence that global and US growth is set to rebound to a 3% handle in H2, after a dismal and unexplained weak H1. The major first GDP report for Q2, China, came in just above our expectations, reducing fear on the downside. Forward looking PMIs suggest a strong Q3, even as we accept that this signal has not functioned well so far this year. Q2 earnings reports are also coming in well above expectations (see equity section below).  Our bullish positioning on risk assets, primarily equities and EM, does assume that uncertainty will remain low this year. In our view, the turmoil in the Middle East and Ukraine rightly challenges this assumption. Its impact on world markets depends very much, though, on its ability to generate contagion. We subscribe to the view that one possible scenario is that the horror of the commercial plane downing above Ukraine may speed up an eventual resolution.
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 Sanguine as we may appear to the downside on equities and credit for this year, we do not want to convey the same about the more medium term, 1-2 years out. These risks are reflected in the conundrum of US growth in the first half of this year: weakest growth in GDP of the cycle, and strongest growth in jobs. We discussed last week the risk scenario of significantly weaker growth for the US and the world than what we and the market have been expecting in recent years. If this were simply a weak demand side story, resulting from unfinished delevering, then profit growth would fall and investors will focus even more than before on income-producing assets, away from those depending largely on capital gains, cyclical stocks and small caps.  On the other side, we have all been perplexed by how much unemployment rates have fallen in the US and the UK, despite mediocre growth, and have as yet not created inflation. In GDW this week, Bruce Kasman argues this is because remaining excess slack is preventing a rise in wage inflation, but that there are serious limits to this that could well be tested over the next year or two. In this risk scenario, which does not yet appear priced in and is not our main forecast, the Fed and the BoE would find themselves suddenly way behind the curve, forcing them into a mini, if not maxi, 1994, which did serious damage to the global carry trade of that time.  The market is not priced for high macro risk, likely as it and we are still wedded to the modal view of non-inflationary growth. Any rise in either growth or inflation uncertainty would depress risk assets. Our best guess is that we will not see much in coming months that will radically raise such macro risks but that this builds into next year as steady 3% growth is confirmed and the US unemployment rate falls to its long-term equilibrium.  How do we prepare for rising macro risk into 2015? For one, we are playing a timing game, assuming that we remain relatively safe being long risk assets at the moment. In addition, we make a judgment which risk is more likely: growth stagnation, or faster Fed hiking. We think the latter more likely and thus have steadily reduced the one risk asset class we currently judge most vulnerable to Fed hiking -- credit. Finally, we retain our OW of euro vs US and UK duration, despite negative carry, as the ECB is unlikely to face to the same inflation risks as the UK and the US.



Fixed Income



 Following the imposition of further sanctions on Russia and the news that a civilian aircraft crashed in Eastern Ukraine, US, Euro area and UK yield curves bull-flattened with 10yr yields falling 3-7bp on the week. While geopolitical risks pose a short-term challenge that keeps us light in terms of outright duration risk, we stick with our medium-term cross-market themes and stay OW Euro area duration vs. US and UK duration.  This stance has been predicated on our assessment of continued divergence in central bank policy between an ECB with an easing bias vs. a Fed and a BoE approaching policy rate normalization. Our economists published a note bringing together our analysis of the outlook for G4 central bank policy rates (Pressures forcing the G4 central banks apart, B. Kasman and D. Mackie, Jul 16). We anticipate policy rates in the US and UK to reach 2.5% by end 2016, with Taylor-rules pointing to an appropriate rate at least 100bp higher for both countries. But if improvements in productivity and labor supply are not forthcoming, appropriate rates may be more than 200bp higher. In the Euro area, by contrast, we think core inflation will stay close to 1% for an extended period, keeping pressure on the ECB to do more; in the first instance we see adjustments to make the TLTROs more attractive, while we attach a 20% likelihood of sovereign QE next year. 2



Hedge fund equity exposure Rolling 2-month beta of daily HFRX global hedge fund index returns to S&P500 returns.
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Source: J.P. Morgan Derivatives Strategy, Marko Kolanovic, Jul 17.



Hedge fund net leverage Net leverage is the market value of long positions minus the market value of short positions divided by the Equity in clients’ accounts. Equity Long Short and Market Neutral funds on the J.P. Morgan Prime Brokerage platform only.
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Source: J.P. Morgan Prime Brokerage, Hedge Fund Trends report, Jul 14



More details in ... Global Data Watch, Bruce Kasman, David Hensley and Joe Lupton Global Markets Outlook and Strategy, Jan Loeys et al. US Fixed Income Markets, Matt Jozoff, and Alex Roever Global Fixed Income Markets, Fabio Bassi et al. Emerging Markets Outlook and Strategy, Luis Oganes and Holly Huffman Key trades and risk: Emerging Market Equity Strategy, Adrian Mowat et al. European Equity Strategy, Mislav Matejka., et al. Flows & Liquidity, Nikos Panigirtzoglou et al.
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 In EM, we see differentiated macro performance persisting in H2 14 following growth disappointments in H1. We still favor EM local bonds, which offer more attractive valuations than EM hard currency debt. Disappointments in EM growth and a shift towards more monetary easing in many EM countries should also benefit local market bonds. In addition, the carry-friendly low volatility backdrop has helped EM fixed income. We retain an OW in EM local market bonds, expressed through a long in Brazil, currency hedged, as attractive valuations and strong demand dynamics, in our view, continue to be supportive. (Mid-year 2014 Emerging Markets Outlook, Jul 11).



Equities



 Equities are flat on the week as most of the gains of earlier in the week were erased by the losses triggered by events surrounding Russia and Ukraine. A new set of sanctions was announced by the US Treasury Department which includes sanctions on four companies, cutting their access to long-term US financing. Our economists report that the announced sanctions themselves will likely have only a modest negative impact on Russia’s economy near term (Russia: Impact of latest sanctions, M. Marrese et al., July 17). Our portfolio is protected from the risk of wider sanctions, which in our view would be more detrimental for Eastern European equities, as we are OW Asia within EM. Our Russian equity strategists note that for investors concerned with sanctions escalation, a simple way to seek refuge is to shift exposure within Russia to private export oriented enterprises, as these are less affected by the sanctions while benefiting from a resumption of ruble weakness (Russian Equity Strategy, A. Kantarovich et al., Jul 17).  The Q2 earnings season has been in focus this week. The vast majority of the 82 S&P 500 companies that have reported so far, surprised positively. The YoY EPS growth pace of the reported companies is tracking close to 9%, significantly above the 5-6% consensus estimate at the beginning of the month and the 5-6% pace reported for Q1. The picture is also encouraging in Europe. Of the 57 SXXP600 companies that have reported so far, a decent majority are surprising positively, with the YoY EPS growth tracking a 35% pace so far.  Our quant equity strategy team has put out a framework for country selection in DM. The framework uses ten signals based on Stock Fundamentals, Macro, and Technical/Sentiment data to rank the 14 most liquid developed markets. Based on June-end scores the model recommends long Sweden, Italy, and Germany, vs UK, Switzerland and the US (Framework for Regional Equity Allocation, D. Lakos-Bujas et al., Jul 15).



Credit



 Credit spreads are wider again this week, with EM and US HY performing worst. Our EM corporate survey showed that investors raised their EM corporate positions for the first time this year, following six consecutive months of declines. This increase was driven by dedicated EM investors, whereas crossover investors reduced their exposure further into negative territory, likely signifying outright short positions. The survey was conducted prior to the recently announced Russian sanctions (JPM EM Corporate Cross-Product Daily, Beinstein et al., Jul 18).  Our CLO and global index research teams have launched the first daily observable pricing and total return index for US CLO debt, the CLOIE (Collateralized Loan Obligation Index). CLOIE is intended to enhance transparency and act as a potential benchmark for the CLO sector. As of June 30, 2014, the aggregate index contains $236.1bn in par value, an estimated



More details in ... US Credit Markets Outlook and Strategy, Eric Beinstein et al. EM Corporate Weekly Monitor, Yang-Myung Hong et al. High Yield Credit Markets Weekly, Peter Acciavatti et al. European Credit Outlook & Strategy, Stephen Dulake et al. Emerging Markets Cross Product Strategy Weekly, Eric Beinstein et al. 3
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two-thirds of the $345bn outstanding US CLO market. CLOIE is divided by origination (pre versus post crisis) and is broken out further into five original rating classes (AAA, AA, A, BBB, BB). CLOIE will be produced on every business day, based on the US bond market calendar. The index rebalances on the last business day of the month. Daily levels from January 3, 2012 will be available on Bloomberg (JPMX) on a subscription basis and on DataQuery via J.P. Morgan Markets. (Introducing the J.P. Morgan Collateralized Loan Obligation Index (CLOIE), Kurowski et al., Jul 15).



Foreign Exchange



 This week a rather rare event occurred: volatility rose. It wasn’t by much (+0.2 vols on VXY Global and +0.25 vols on VXY EM), it wasn’t on material volume and more importantly, its causes were not comparable to the geopolitical events which have turned the volatility cycle in previous decades. The twin conflicts in Russia and Israel obviously could escalate, but the bar is high for these to drive FX vol durably higher. Russia would matter more for vol for more than a couple of days if events significantly upped the odds of a supply shock. That outcome seems unlikely, both because of Russia’s selfinterest in sustaining its energy exports and the US/EU’s lack of interest much beyond diplomatic and financial sanctions. So as non-linear as this conflict has become, it still seems a stretch to think of this week’s events as a turning point for the FX volatility cycle.



Weekly FX returns % vs. the USD.



0.2% 0.1% 0.0% -0.1% -0.2% -0.3% -0.4% -0.5% -0.6% -0.7% USD JPY EUR GBP CHF CAD AUD TWI Source: Bloomberg



 Inflation still seems like the more material issue through its impact on Fed policy, front-end pricing and eventually real yields. But as if swings in US rates weren’t hard enough to call, many ask too whether the shape of the UST curve will matter for currencies over this Fed cycle. This question reflects both a recognition that the yield curve is moving in unusual ways this year and a belief it is a decent predictor of the business cycle. For the dollar, however, the shape of the curve has been an unreliable indicator: there isn’t much consistency between the currency’s performance and the curve. Stay focused on rates to be sure, but more for these issues: how short-end rates influence carry between the G-10 currencies; how long-end rates influence unhedged duration flows into EM local markets; and how real interest rates affect the overall attractiveness of USD assets. How much 2s move relative to 5s, 10s and 30s seems a distant secondary issue for FX.  Keep trades tactical and mainly idiosyncratic around four key themes. For carry, stay short USD/CNY and INR vols. To play central bank sensitivity to inflation, own USD vs NOK and PHP vs USD but take profits on long GBP vs NOK. For major balance of payments misalignment, stay short EUR/CHF. Keep vol hedges through GBP, CHF, NZD and AUD.



Commodities



 Commodities are up about 1% this week, led higher by energy, which offset a fall in precious metals and agriculture, while base metals were flat. Energy has fallen 3% month-to-date, but has recovered somewhat over the last few days. Reports that production is about to restart in Libya, coupled with a lack of any further gains by ISIS in Iraq alleviated supply concerns and oil prices fell around 6%. We continue to believe that the probability of significant Libyan oil exports is low and that production capacity is likely materially lower than before the civil war started. Although Iraqi production has not been directly affected, the risk of violence is likely to result in lower investment by foreign oil companies, which will lower future Iraqi production. We think the recent correction is temporary and stay long GSCI energy. 4



More details in ... FX Markets Weekly, John Normand et al. Commodity Markets Outlook & Strategy, Colin Fenton et al. Oil Markets Monthly, Colin Fenton et al. Natural Gas Weekly, Scott Speaker and Shikha Chaturvedi Metals Monthly, Natasha Kaneva et al. Agriculture Weekly, Conor O'Malley
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Forecasts & Strategy Interest rates United States



Fed funds rate 10-year yields Euro area Refi rate 10-year yields United Kingdom Repo rate 10-year yields Japan Overnight call rate 10-year yields Emerging markets GBI-EM - Yield



Current



Sep-14



Dec-14



Mar-15



Jun-15



0.125 2.48 0.15 1.16 0.50 2.57 0.05 0.54 6.50



0.125 2.80 0.10 1.35 0.50 2.80 0.05 0.55



0.125 3.00 0.10 1.50 0.50 3.05 0.05 0.55 7.04



0.125 3.10 0.10 1.60 0.75 3.20 0.05 0.65



0.125 3.20 0.10 1.70 1.00 3.35 0.05 0.70



Credit Markets US high grade (bp over UST) Euro high grade (asset swap sprd) USD high yield (bp vs. UST) Euro high yield (bp over Bunds) EMBIG (bp vs. UST) EM Corporates (bp vs. UST)



126 89 412 325 288 331



110 75 375 315 275 300



Commodities Brent ($/bbl) Gold ($/oz) Copper ($/metric ton)



YTD Equity Sector Performance* Energy Materials Industrials Discretionary Staples Healthcare Financials Information Tech. Telecommunications Utilities Overall



1.35 101 1.71 0.94 2.23 6.16 1030 2.12



1.34 102 1.71 0.92 2.30 6.20 1000 2.15



Current



14Q3



107 1310 7068



115 1260 6750



US 11.8% 8.6% 3.6% 0.8% 5.5% 9.9% 4.6% 10.5% 7.8% 13.4% 7.9%



Europe 8.4% 6.5% -0.7% 1.9% 5.3% 10.5% 0.5% -3.0% -0.3% 15.6% 4.5%



1.30 106 1.67 0.91 2.35 6.15 1000 2.15



1.30 107 1.68 0.90 2.45 6.15 995 2.15



Quarterly Averages 14Q4 15Q1 112 1285 6950



UW OW OW N UW N OW OW UW N



Japan 8.9% -4.7% 3.1% -5.4% 8.0% 4.4% -13.5% 4.3% -2.7% -2.0% -1.1%



Low growth means money stays easy The current US recovery is the slowest since WWII. Global growth will barely exceed potential. Easy money stays for a long time. Low macro vol drives carry trades ZIRP and low macro vol make earning risk premia and carry very attractive Rotate risk from over-owned and -valued … to better valued and less owned risk assets. Credit OWs are now small, and exposure is moved to equity, EM and commodity roll. OW EM across asset classes Relative macro momentum is switching to EM. EM growth expectations are stabilizing while those in DM have come down badly. Investors seem UW EM, while it offers better value. OW EM across bonds, FX, credit and equities.



Foreign Exchange EUR/USD USD/JPY GBP/USD AUD/USD USD/BRL USD/CNY USD/KRW USD/TRY



Investment themes and impacts



1.28 107 1.66 0.91 2.50 6.15 985 2.15



15Q2



105



110



Avoid and hedge what is suspect Our UWs are not just based on value and macro momentum but also on what seems uncertain, coming from event risk, such as the Middle East and China, or from the unexplained (fall in U-rate and Q1 GDP). Hedges include oil futures, UW US FI vs EU, UW US equity vs EM. Past half-time in the global business cycle June marks the 5th anniversary of the recovery. Working hypothesis is an 8-year recovery. That keeps equity rally on track, but makes the credit rally mature. Source: J.P. Morgan, GMOS, Jul 2, 2014



Tactical overview Direction UW UW OW OW OW UW OW UW OW UW



EM$ 4.9% 2.2% 5.6% 9.3% 4.6% 13.1% 7.2% 15.9% 3.9% 15.0% 8.1%



UW UW OW N UW N N OW UW N



Country



Bullish risk EM Asset allocation Equities



Long



EM, Dax



Bonds



Flat Duration in DM; long in EM



Credit



Small OW



FX



Long EM



EU vs. US, UK. OW, NZ, Spain; AU, Brazil. EU Carry from: COP, CNY, PHP, NGN



*Levels/returns as of Jul 17, 2014 Source: J.P. Morgan



Comd’s



Small OW



Sector



OW Equities, HY vs bonds. Semiconductors; J



REITs; cycl’s



HY, FINs, EM. Long SEK, NOK vs. EUR; short ZAR vs. USD. Energy on carry; Copper on better demand from China.



Source: J.P. Morgan 5
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Global Economic Outlook Summary 2013



Real GDP



Real GDP



% over a year ago



% over previous period, saar



2014



2015



4Q13



1Q14



2Q14



3Q14



Consumer prices % over a year ago



4Q14



1Q15



4Q13



2Q14



4Q14



4Q15



United States Canada Latin America Argentina Brazil Chile Colombia Ecuador Mexico Peru Uruguay Venezuela



1.9 2.0 2.5 2.9 2.5 4.1 4.7 4.5 1.1 5.8 4.7 1.3



1.4 2.2 1.5  -1.5 0.7  2.5 5.0 3.3 2.9 4.2 3.0 -1.0



2.9 2.6 2.8  3.0 1.5  3.5 4.5 4.0 3.8 5.5 4.0 2.5



2.6 2.7 1.5 -1.8 1.8 -0.4 3.7 4.7 0.5 6.9 6.4 2.3



-2.9 1.2 0.5 -3.2 0.7 3.0 9.7 2.0 1.1 0.3 -1.8 -8.5



2.5 2.2 0.9  -0.1  -1.0  1.7 2.0 1.5 4.0 3.5 4.5 0.0



3.0 2.5 1.9  -4.6 1.1  4.0 4.0 2.0 3.9 6.0 6.0 2.5



3.0 2.7 2.7  -1.4 2.6  2.8 4.0 2.5 3.7 7.0 4.0 2.0



3.0 2.8 2.7  5.0  1.1  3.2 5.0 3.5 3.6 5.5 3.0 2.5



1.2 0.9 4.5 10.7 5.8 2.5 1.8 2.3 3.7 3.0 8.6 52.9



Asia/Pacific Japan Australia New Zealand EM Asia China India EM Asia ex China/India Hong Kong Indonesia Korea Malaysia Philippines Singapore Taiwan Thailand



4.6 1.5 2.4 2.8 6.2 7.7 4.7 4.0 2.9 5.8 3.0 4.7 7.2 3.9 2.1 2.9



4.5 1.3 3.0 3.2 6.1 7.3  5.3 3.9  2.8 4.9 3.8 5.5 6.0 3.6  3.5 1.1



4.8 1.4 3.2 2.8 6.4 7.3  6.5 4.5  2.6 5.7 4.0 5.1 6.4 4.5  3.8 4.2



4.3  0.3 3.2 4.1 6.2  7.1  4.2 5.1 3.6 6.0 3.6 7.6 6.1 6.9 7.6 0.5



5.4  6.7 4.5 4.0 5.0  6.3  5.0 2.3 0.8 4.1 3.8 3.3 4.9 2.3 1.9 -8.2



2.3 -6.5 0.4 0.8 6.3 7.7 6.0 3.6 3.0 5.0 2.8 3.8 7.8 -0.8 3.5 3.5







5.3 3.0 3.1 1.9 6.5 7.6 5.5 4.8  4.2 5.0 4.7 5.5 5.7 5.7  4.0 4.0



5.0 2.0 4.3 4.7 6.3 7.4 5.0 4.6 4.2 4.5 4.0 5.5 5.7 7.4  4.2 4.0



4.8 2.0 2.9 4.8 6.2 7.1 6.0 4.4 2.0 5.3 4.0 5.0 6.6 4.9 3.8 4.2



3.2 1.4 2.7 1.6 3.9  2.9 10.4  3.3 4.3 8.4 1.1 3.0 3.5 2.0 0.6 1.7



Western Europe Euro area Germany France Italy Spain Norway Sweden United Kingdom EMEA EM Czech Republic Hungary Israel Poland Romania Russia South Africa Turkey



0.1 -0.4 0.5 0.4 -1.8 -1.2 2.0 1.6 1.7 2.0 -0.9 1.1 3.4 1.6 3.5 1.3 1.9 4.0



1.4 1.1 2.0 0.6 0.0 1.3 1.9 2.2 3.0 1.8 2.8 3.0 3.3 3.2 3.2 0.5 1.8 3.0



2.2 2.0 2.3 1.7 1.3 2.2 2.3 2.5 3.0 2.6  2.8 2.5 3.8 3.2 3.5 1.6  3.2 4.1



1.6 1.2 1.5 0.7 0.5 0.7 2.0 6.5 2.6 3.2 6.1 2.7 3.3  2.8 5.6 2.6 3.8 3.5



1.2 0.8 3.3 0.1 -0.5 1.5 1.9 -0.3 3.3 0.6 3.2 4.5 2.9  4.5 0.7 -3.4 -0.6 7.0



1.4 1.0 0.5 0.5 0.0 2.0 2.0 2.3 3.0 1.2  1.8 2.3 3.3 2.0 3.0 0.8  0.9 0.8



1.8 1.5 2.0 1.0 1.0 2.0 1.9 2.5 3.0 2.1  2.0 2.0 3.6 3.0 2.0 1.5  4.5 1.2



2.2 2.0 2.5 1.5 1.5 2.0 2.1 2.5 3.0 2.1  2.3 2.5 4.5 3.5 2.8 1.5  3.8 0.8



2.2 2.0 2.5 2.0 1.5 2.0 2.3 2.5 3.0 2.8  4.2 3.0 3.2 3.5 3.6 1.8  2.9 4.1



1.0 0.8 1.3 0.8 0.7 0.2 2.3 0.1 2.1 5.1 1.1 0.7 1.9 0.7 1.8 6.4 5.4 7.5



0.8 0.6 0.9 0.8 0.4 0.2 1.8 -0.1 1.6 5.7  0.0  -0.1 1.0 -0.1 1.0 7.6  6.5 9.1



0.9 0.8 1.1 0.7 0.5 0.0 1.6 0.2 1.6 5.3  1.0  0.6 1.3 0.3 2.3 6.6  6.5 8.1



1.3 1.1 1.7 1.1 0.9 0.0 2.2 1.5 2.1 4.3  1.9  2.9 1.9 1.8 2.6 4.5  5.8 6.3



Global Developed markets Emerging markets



2.4 1.2 4.6



2.5 1.5 4.3



3.3 2.4 4.9



2.9 1.9 4.6 



1.5  0.5 3.2 



2.0  0.7 4.2 



3.3 2.5 4.7 



3.4 2.6 4.7 



3.4 2.5 4.8 



2.3 1.2 4.3



2.6 1.9 4.0



2.6 1.9 3.9 



2.6 1.8 4.0



Source: J.P. Morgan
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2.1 2.5 5.0 36.0  6.3 4.5 2.8 3.4 3.7 3.2 8.1 57.2



2.4 2.3 5.1 35.0  6.3 4.2 3.2 3.5 4.1 3.0 7.8 58.2



1.9 2.0 4.7 40.0  6.3 3.0 3.0 4.0 3.1 2.5 7.3 35.0



3.3 3.8 2.9 1.8 3.2 2.2 7.8 3.2 3.6 6.2 1.6 3.3 4.0 2.5 1.2 2.6



3.0 3.1 2.0 1.6 3.1 2.1 8.2 3.0 3.4 4.6 2.3 3.5 3.6 1.8 1.6 2.9







3.3 2.5 2.6 2.0 3.7 3.1 7.0 3.5 3.5 4.6 2.9 5.2 3.8 2.5  1.9 3.8
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