MARKET THOUGHTS

Hurdle Race
By Richard Madigan, Chief Investment Officer
June 2018

It’s important to pause and reflect on where we are in the current market cycle as well as our fundamental outlook.
I think of this note as a mid-term report card of sorts. There is a lot to discuss as we look out over the next 12 months.
I expect a bumpy ride.
This year, investors have been stuck in what feels like a
never-ending hurdle race. Equity markets have been racing
around the same track, jumping up and down, and effectively
returning to the same starting point. I sense there are more
laps ahead. Hurdling can be exhausting. I’ve just started
training for the NYC Marathon with my son, which we are
running in November. Fortunately, that race will have an
open road and no hurdles.
Government bond markets sold off at the start of this year
with yields pressing higher, reflecting stronger global growth
(Figure 1). We leapt some hurdles in fixed income early this
year, and rising interest rates remain something portfolios are
well positioned to navigate.

IN BRIEF
• After the past few years of balanced global growth,
divergence is creeping into the macro narrative
• We’ve recalibrated our regional equity overweights as
a result, tilting more into the U.S.
• The Federal Reserve will become increasingly
important as markets remain jittery about the level
where the Fed will have tightened too much
• Escalating tariff retaliation will continue to weigh on
global business sentiment and investment

The first quarter saw a particularly volatile re-pricing of government bonds, especially in the United States. This hurt fixed
income performance. Despite rising rates over the past few years, we’ve been able to generate alpha in our fixed income
allocations. I’m not dismissive of the first-quarter setback in fixed income, but I am cognizant that this is a longer journey.
For our managed fixed income portfolios, we’ve redeployed some of our core bond exposure into higher-quality, short-duration
credit. We intend to capitalize on rising yields in the front end of credit curves, given the flattening we’ve seen across
government bonds since February. We own bonds to help navigate drawdowns in equity markets, diversifying the risk we are
taking elsewhere in portfolios. We believe that bonds can continue to serve this purpose.

Figure 1. U.S. yields have pressed higher this year
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Source: Bloomberg. Data as of June 2018.

INVESTMENT AND INSURANCE PRODUCTS ARE: • NOT FDIC INSURED • NOT INSURED BY ANY FEDERAL
GOVERNMENT AGENCY • NOT A DEPOSIT OR OTHER OBLIGATION OF, OR GUARANTEED BY, JPMORGAN CHASE
BANK, N.A. OR ANY OF ITS AFFILIATES • SUBJECT TO INVESTMENT RISKS, INCLUDING POSSIBLE LOSS OF THE
PRINCIPAL AMOUNT INVESTED
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SYNCHRONICITY
We haven’t seen the balanced global growth experienced
in the past few years in over a decade, and this anchors
our pro-cyclical portfolio positioning. To keep it simple: it
allowed us to remain overweight stocks and underweight
bonds. However, we moderated the risk of these positions
with reduced allocations to credit and have favored less
directional alternative investment strategies—for portfolios
that hold hedge funds or liquid alternatives.
In the United States, inflation is steadily reappearing, but it
remains subdued across many other developed
economies. Divergence is slowly creeping into the macro
narrative. It’s not enough to derail our pro-cyclical
positioning, but it is enough for us to have recently
recalibrated our regional equity overweights, tilting more
into the United States. Expanding political nativism across
countries, along with rising trade policy bombast, were two
reasons for a recent equity reduction in portfolios. Market
risks are higher.
Equity markets have been volatile and, broadly speaking,
range-bound—though they have risen in our favor since
adding to equity positions in early February. We funded
those equity additions from credit to make sure we weren’t
over-reaching for risk late in the cycle. We’ve now reduced
our equity overweight, rotating into short-term fixed income
and cash. We remain constructive on global growth, but
pockets of the world are becoming less robust. We expect
to see greater regional differences ahead.

DIVERGENCE
At the start of this year, I walked through what made me
feel comfortable about the current macro cycle extending
further, and why I believed we would not quickly fall into
recession. At its core, it was the simple observation that
global growth was better balanced and running above
trend, without a meaningful threat from inflation. The
United States and China were no longer doing all of the
heavy lifting; the global economy was growing in concert,
with almost every major economy pitching in.
The macro environment remains durable. But the
synchronicity we’ve seen in central bank policy and global
growth is beginning to diverge (Figure 2). The U.S.
economy, thanks in part to fiscal stimulus, remains strong,
and this is our base case looking ahead. Across other
developed economies this is no longer the case—for
Europe in particular.
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Figure 2. Growth is slowing outside of the
United States
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Source: Markit, Haver Analytics. Data as of May 2018. Index >
50 generally indicates expansion, and index < 50 contraction.

The Federal Reserve (Fed) will become increasingly
important to markets. I expect the Fed to continue raising
policy rates. So far, they are managing the transition to
higher rates with aplomb. I do not expect political populism
in Italy or increasing pressure on emerging economies—
which has been rising because of higher U.S. interest rates
and a strong dollar—to stall Fed rate hikes.
Fed Chairman Jerome Powell, along with other Federal
Open Market Committee members, has signaled that the
Fed may allow inflation to drift above its 2% long-term
target. The question is the tolerance for how high and for
how long. This is going to keep bond bears eager to push
yields higher, and that may keep fixed income markets
volatile. That is not said as a negative, just as a simple
observation that markets will remain jittery about the level
where the Fed will have tightened too much. We aren’t
there yet.
In the short-term, I expect the Fed to allow inflation to
perhaps drift as high as 2.25-2.50% before becoming
concerned. This is a subjective observation. For
perspective, we’ve been under the Fed’s 2% inflation
target for over six years, since the core personal
consumption expenditures price index (PCE—the Fed’s
preferred inflation measure) briefly went over 2% in early
2012. You have to go back to September 2008 to find
when inflation was last sustainably above the Fed’s target
(Figure 3).
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Figure 3. Inflation in the United States has been
below the Fed's target for much of the cycle
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CONSISTENCY
Markets like consistency, especially when it comes to
central bank policy. One way to tell if a central bank is
doing a good job is to see whether markets anticipate
policy action, which makes it less disruptive. That has
certainly been the case with recent Fed rate hikes. I would
say the same for the European Central Bank (ECB).
Markets are beginning to play a guessing game around
ECB tightening. Following the June ECB meeting, we
continue to believe that the ECB will not raise policy rates
at least until the summer of 2019, if not later. That is
important for several reasons. It should support the U.S.
dollar. It may also promote flat term-structure for longer in
the United States as dollar-denominated corporate and
government bonds attract inflows from global investors
because of higher relative interest rates.

Source: BEA. Data as of April 2018.

The U.S. labor market is incredibly strong. To put that
remark in context, reported job openings are higher than
the estimated number of unemployed workers. A strong
U.S. labor market will support consumption and, by
extension, revenue growth. Absent an improvement in
productivity or labor force growth, the unemployment rate
is likely to press lower—something not lost on the Fed.
Higher wages and rising inflation should follow. Average
hourly earnings are growing at 2.7% as of May (Figure 4).
Looking back at prior cycles, wage growth tends to
become an obstacle to the Fed as it moves above 4%.
We’re not there yet, but we’re watching this closely.

Figure 4. U.S. wages are growing gradually as
the unemployment rate declines
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While monetary conditions and liquidity are gradually
tightening, they are by no means tight. The good news is
that monetary policy remains relatively accommodative.
With the Fed already in motion, it’s important to keep an
eye on the ECB. As they wind down quantitative easing,
markets run the risk of seeing volatility rise. Liquidity is
slowly being withdrawn from global markets. That will
create air-pockets.

UNCERTAINTY
In a heated discussion, when a long-time friend turns to
you and says: “what did you just say?” you aren’t being
asked to repeat what you said. You are being given a
chance to change it. That’s how I imagine Europe, Japan,
Canada and Mexico must feel about the application of
tariffs on steel and aluminum by the United States.
I generally don’t let politics influence tactical asset
allocation decisions. As I mentioned in my last note, I try to
ignore, as best I can, political bread and circuses. With
regard to markets, trying to read political tea-leaves is
largely a fool’s errand—just look at recent elections. But
when politics pushes its way into effecting change to actual
policy, I pay close attention.
The announced tariffs on metals are unlikely to have a
large direct impact on the economy. Steel represents less
than 2% of global trade, and it is a tiny percentage of the
global economy. But the fact that tariffs are being applied
makes me believe that tail risk has risen.
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If we see an escalation in tit-for-tat retaliatory tariffs, this
can quickly turn into something far worse for markets. This
is particularly the case if allies begin to take this
personally, as only friends can. For the moment, the
general response from countries—including China—has
been to pause and respond, not over-react. So far, so
good. No one wins a trade war—everyone loses.
Better global trade terms are welcomed. But the path
Washington is on is causing confusion with allies, as well
as global businesses that rely on trade for growth. It would
be wonderful to see consistent policy toward bettering
global trade terms. Unfortunately, we seem a long way
away from that today.
In the short-term, I’m concerned about how escalating tariff
retaliation can weigh on sentiment and, by extension,
investment. It was important to note the parade of CEOs
into the White House when the new administration took
office. It signaled a willingness from the global business
community to proactively engage. I will make the
observation that I see far fewer CEOs in Washington
today. It’s a simple observation, but one worth noting.
Our base case remains: no trade war and no trade peace.
Should European autos be dragged into the trade tussle,
investors will likely become more concerned. A decision on
NAFTA, at this point, seems pushed-off until next year.
Mexico has an important presidential election on July 1,
and the U.S. Congress doesn’t seem to have the policy
bandwidth to get something done this year. Should trade
skirmishes escalate further, I believe that markets outside
the United States have the most to prove.

HURDLES AHEAD
There are likely to be more hurdles ahead of us. From a
macro perspective, the divergence we are seeing across
regions—in growth and central bank policy—is important.
Our recent cut to equity overweights leaves us overweight
the United States and close to neutral, in aggregate,
across other regional equity markets. Of the major
developed equity markets, the United States is likely to
have the strongest earnings growth this year at around 1820% earnings growth (Figure 5). For 2019, our base case
starts at 6-8%. When we started this year with the United
States as our largest overweight, it was very much a
contrarian view.
We remain watchful for an entry point to add emerging
markets (EM) but rising U.S. rates, a stronger U.S. dollar
and tariff-tantrum rhetoric continue to leave us cautious.
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Figure 5. U.S. earnings have remained strong
against other developed markets
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Source: Factset, MSCI. Data as of May 2018. U.S. = MSCI USA,
Int'l Developed = MSCI EAFE. Trailing 12 month data.

There are pockets across EM that are under a tremendous
amount of pressure, and that pressure is rising. Growth is
holding up across emerging economies in general, but it can
easily be pulled lower. We see greater downside risk in EM
today than in the United States. Near-term, we see the
upside risk to broad markets capped as well.
The first-quarter economic slowdown seen in Europe isn’t
bouncing back quickly. Europe still seems to be growing
above trend, but the rate of growth continues to slow, which
makes us more cautious as we enter the summer. Italy is a
bigger tail-risk than investors recognize. The new Italian
government has to balance promised fiscal profligacy while
maintaining a working relationship with European policy
makers. We will learn more when the new Italian
government reveals its budget plans in September.
We remain underweight fixed income, core bonds and
duration across portfolios. Given the rise in short-term rates,
we’ve added to short-term credit, as well as cash positions.
In due course, we will be better buyers of longer-dated core
bonds, but not at current levels.
Markets have a lot to prove over the coming months. That
said, the macro outlook remains well supported. We
trimmed equity overweights to reflect the challenging few
months we expect ahead. However, we continue to believe
that stocks will outperform bonds. If we are offered the right
opportunity to add to equities, we will. For the moment,
markets continue hurdling.
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INDEX DEFINTIONS
All index performance information has been obtained from third
parties and should not be relied on as being complete or
accurate. Indices are shown for comparison purposes only.
While an investor may invest in vehicles designed to track
certain indices, an investor cannot invest directly in an index.
U.S. 2-year Note and U.S. 10-year Treasury
U.S. sovereign debt with 2 and 10 years until maturity, respectively.
MSCI USA Index
The MSCI USA Index is designed to measure the performance of the large
and mid cap segments of the U.S. market. With 631 constituents, the index
covers approximately 85% of the free float-adjusted market capitalization
in the United States.
MSCI EAFE Index (Europe, Australasia, Far East)
The MSCI EAFE Index is an equity index which captures large and mid
cap representation across Developed Markets countries around
the world, excluding the US and Canada. With 923 constituents, the index
covers approximately 85% of the free float-adjusted market
capitalization in each country
S&P 500 Index
The S&P 500 is a capitalization-weighted index of 500 stocks from a broad
range of industries. The component stocks are weighted according to the
total market value of their outstanding shares.
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IMPORTANT INFORMATION
Opinions expressed are those of the author and may differ from those of other J.P. Morgan employees and affiliates. Neither J.P. Morgan nor any of its
affiliates can represent that the statements or opinions expressed today will materialize.
Conflicts of interest will arise whenever JPMorgan Chase Bank, N.A. or any of its affiliates (together, “J.P. Morgan”) have an actual or perceived economic
or other incentive in its management of our clients’ portfolios to act in a way that benefits J.P. Morgan. Conflicts will result, for example (to the extent the
following activities are permitted in your account): (1) when J.P. Morgan invests in an investment product, such as a mutual fund, structured product,
separately managed account or hedge fund issued or managed by JPMorgan Chase Bank, N.A. or an affiliate, such as J.P. Morgan Investment
Management Inc.; (2) when a J.P. Morgan entity obtains services, including trade execution and trade clearing, from an affiliate; (3) when J.P. Morgan
receives payment as a result of purchasing an investment product for a client’s account; or (4) when J.P. Morgan receives payment for providing services
(including shareholder servicing, recordkeeping or custody) with respect to investment products purchased for a client’s portfolio. Other conflicts will result
because of relationships that J.P. Morgan has with other clients or when J.P. Morgan acts for its own account.
Investment strategies are selected from both J.P. Morgan and third-party asset managers and are subject to a review process by our manager research
teams. From this pool of strategies, our portfolio construction teams select those strategies we believe fit our asset allocation goals and forward-looking
views in order to meet the portfolio’s investment objective.
As a general matter, we prefer J.P. Morgan managed strategies. We expect the proportion of J.P. Morgan managed strategies will be high (in fact, up to
100 percent) in strategies such as, for example, cash and high-quality fixed income, subject to applicable law and any account-specific considerations.
While our internally managed strategies generally align well with our forward-looking views, and we are familiar with the investment processes as well as
the risk and compliance philosophy of the firm, it is important to note that J.P. Morgan receives more overall fees when internally managed strategies are
included. We offer the option of choosing to exclude J.P. Morgan managed strategies (other than cash and liquidity products) in certain portfolios.
PURPOSE OF THIS MATERIAL
This material is for information purposes only. The information provided may inform you of certain investment products and services offered by
J.P. Morgan’s private banking business, part of JPMorgan Chase & Co. The views and strategies described in the material may not be suitable for all
investors and are subject to investment risks. Please read this Important Information in its entirety.
CONFIDENTIALITY
This material is confidential and intended for your personal use. It should not be circulated to or used by any other person, or duplicated for non-personal
use, without our permission.
LEGAL ENTITY AND REGULATORY INFORMATION
In the United States, JPMorgan Chase Bank, N.A. and its affiliates (collectively “JPMCB”) offer investment products, which may include bank managed
accounts and custody, as part of its trust and fiduciary services. Other investment products and services, such as brokerage and advisory accounts, are
offered through J.P. Morgan Securities LLC (JPMS), a member of FINRA and SIPC. Annuities are made available through Chase Insurance Agency, Inc.
(CIA), a licensed insurance agency, doing business as Chase Insurance Agency Services, Inc. in Florida. JPMCB, JPMS and CIA are affiliated companies
under the common control of JPMorgan. Products not available in all states.
In the United Kingdom, this material is issued by J.P. Morgan International Bank Limited (JPMIB) with the registered office located at 25 Bank Street,
Canary Wharf, London E14 5JP, registered in England No. 03838766. JPMIB is authorized by the Prudential Regulation Authority and regulated by the
Financial Conduct Authority and the Prudential Regulation Authority. In addition, this material may be distributed by JPMorgan Chase Bank, N.A.
(“JPMCB”), Paris branch, which is regulated by the French banking authorities Autorité de Contrôle Prudentiel et de Résolution and Autorité des Marchés
Financiers or by J.P. Morgan (Suisse) SA, which is regulated in Switzerland by the Swiss Financial Market Supervisory Authority (FINMA).
In Hong Kong, this material is distributed by JPMCB, Hong Kong branch. JPMCB, Hong Kong branch is regulated by the Hong Kong Monetary Authority
and the Securities and Futures Commission of Hong Kong. In Hong Kong, we will cease to use your personal data for our marketing purposes without
charge if you so request. In Singapore, this material is distributed by JPMCB, Singapore branch. JPMCB, Singapore branch is regulated by the Monetary
Authority of Singapore. Dealing and advisory services and discretionary investment management services are provided to you by JPMCB, Hong
Kong/Singapore branch (as notified to you). Banking and custody services are provided to you by JPMIB and/or JPMCB Singapore Branch. The contents
of this document have not been reviewed by any regulatory authority in Hong Kong, Singapore or any other jurisdictions. You are advised to exercise
caution in relation to this document. If you are in any doubt about any of the contents of this document, you should obtain independent professional advice.
With respect to countries in Latin America, the distribution of this material may be restricted in certain jurisdictions. Receipt of this material does not
constitute an offer or solicitation to any person in any jurisdiction in which such offer or solicitation is not authorized or to any person to whom it would be
unlawful to make such offer or solicitation. To the extent this content makes reference to a fund, the Fund may not be publicly offered in any Latin
American country, without previous registration of such fund’s securities in compliance with the laws of the corresponding jurisdiction. Public Offering of
any security, including the shares of the Fund, without previous registration at Brazilian Securities and Exchange Commission–CVM is completely
prohibited. Some products or services contained in the materials might not be currently provided by the Brazilian and Mexican platforms.
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In Australia, JPMorgan Chase Bank, N.A. (JPMCBNA) (ABN 43 074 112 011/AFS Licence No: 238367) is regulated by the Australian Securities and
Investment Commission and the Australian Prudential Regulation Authority. J.P. Morgan Securities LLC (JPMS) is a registered foreign company (overseas)
(ARBN 109293610) incorporated in Delaware, U.S.A. Under Australian financial services licensing requirements, carrying on a financial services business in
Australia requires a financial service provider, such as JPMCBNA and JPMS, to hold an Australian Financial Services Licence (AFSL), unless an exemption
applies. JPMS is exempt from the requirement to hold an AFSL under the Corporations Act 2001 (Cth) (Act) in respect of financial services it provides to you,
and is regulated by the SEC, FINRA and CFTC under U.S. laws, which differ from Australian laws. Material provided by JPMCBNA and/or JPMS in Australia
is to “wholesale clients” only. The information provided in this material is not intended to be, and must not be, distributed or passed on, directly or indirectly, to
any other class of persons in Australia. For the purposes of this paragraph the term “wholesale client” has the meaning given in section 761G of the Act.
Please inform us immediately if you are not a Wholesale Client now or if you cease to be a Wholesale Client at any time in the future.

NON-RELIANCE
We believe the information contained in this material to be reliable and have sought to take reasonable care in its preparation; however, we do not represent
or warrant its accuracy, reliability or completeness, or accept any liability for any loss or damage (whether direct or indirect) arising out of the use of all or any
part of this material. We do not make any representation or warranty with regard to any computations, graphs, tables, diagrams or commentary in this
material, which are provided for illustration/reference purposes only. The views, opinions, estimates and strategies expressed in it constitute our judgment
based on current market conditions and are subject to change without notice. We assume no duty to update any information in this material in the event that
such information changes. Views, opinions, estimates and strategies expressed herein may differ from those expressed by other areas of J.P. Morgan, or
views expressed for other purposes or in other contexts; this material should not be regarded as a research report. Any projected results and risks are based
solely on hypothetical examples cited, and actual results and risks will vary depending on specific circumstances. Forward-looking statements should not be
considered as guarantees or predictions of future events. Investors may get back less than they invested, and past performance is not a reliable
indicator of future results.
RISKS, CONSIDERATIONS AND ADDITIONAL INFORMATION
There may be different or additional factors that are not reflected in this material, but which may impact on a client’s portfolio or investment decision. The
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aware of the general and specific risks relevant to the matters discussed in the material. You should independently, without any reliance on J.P. Morgan,
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