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The great monetary experiment

• The global economy is expanding at a moderate pace, equity markets appear
close to fair value and market volatility has fallen. However, beneath a calm
surface lies a great deal of investor anxiety, partly due to the greatest
monetary experiment that developed markets (DM) central banks have
conducted in modern history.
• In the U.S., slower long-term economic growth should support long-term
interest rates that are higher than current levels but lower than in recent
decades. If the Federal Reserve needs to tighten monetary policy sooner than
expected, it could spell a volatile medium-term outlook for financial markets.
• Theoretically, central banks can use macroprudential policies to prevent
bubbles in specific sectors. However, they have often failed to recognize
bubbles early enough to resolve them without significant economic damage.
While this is a near-term concern for the UK and U.S. today, the eurozone
faces combining easy monetary policy to support weaker economies with
marcoprudential tools to prevent overheating in Germany.
• While emerging market (EM) policymakers have convinced investors that they
can handle the Fed’s policy normalization, a more hawkish Fed could still
disrupt EM equity and debt markets, particularly in countries with floating
exchange rates, relative to countries with an exchange rate peg to either the
dollar or a DM-dominated currencies.
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WORLDVIEW
The key to successful investing is not seeing the future with some kind of mythical vision —
it is seeing the present with clarity. This is more true today than ever, in a world recovering
from financial crisis, rife with political discontent, extreme monetary easing and deep-seated
investor prejudice. In this quarterly publication, we try to provide clarity by looking at
the big issues shaping the global economic investment environment and fostering both
opportunities and risks for long-term investors.
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A potential problem in the U.S.

Prospects for slower growth

Dr. David P. Kelly, CFA, Chief Global Strategist

Over the past 50 years, the U.S. economy has grown at an
average rate of 3% per year, which, given the cyclical position
of the economy at the start and end of this period, can be
regarded as the potential real GDP growth over that period.
However, going forward, it looks like potential growth in the U.S.
will be much closer to 2%. Why is this?

Introduction
In the U.S., the Federal Reserve is scheduled to end its bond
purchase program by the end of October. However, there is
considerable uncertainty about the pace and timing of increases
in short-term interest rates. If the unemployment rate falls
faster than the Fed anticipates (as has consistently been the
case in recent years), the Fed may well move more aggressively
than the market expects. However, even an accelerated pace of
tightening starting in 2015 may be too late to avoid a bout of
higher inflation and interest rates due to the limited long-term
potential growth rate of the U.S. economy. Ultimately, this
slower growth rate may support lower long-term interest rates
and higher price-to-earnings (P/E) ratios. However, the mediumterm outlook could be difficult for fixed income markets, with
potential for higher volatility in other financial markets.

A potential problem
In economics, potential GDP growth can be defined as the
growth rate the economy would achieve if it were to grow
steadily starting from a position of “full employment.” Full
employment, in turn, is often defined as the level of
employment that prevails when the unemployment rate has
fallen to a level consistent with stable inflation. Below this level,
the labor market gets so tight that wages begin to accelerate,
setting off higher inflation. Many economists and Fed officials
believe that full employment today implies an unemployment
rate of between 5% and 6%.
Once unemployment has stopped falling, how fast can we
expect the economy to grow? In other words, what is our
potential growth rate? For many years, this has been regarded
as a side issue for the U.S. economy as it struggled to recover
from the deep recession of 2008 to 2009, which pushed the
unemployment rate up to 10.0%. However, today, with the
unemployment rate back down to 6.2%, it is far more relevant.

In the simplest of models, economic output is the product of
labor and the productivity of that labor. When recovering from a
recession, labor supply can be increased by simply reducing the
number of people who are unemployed, or by relying on
demographic trends to increase the number of people in the
labor force. However, once the unemployment rate stops falling
(and assuming average hours worked per person is steady),
labor supply growth must come from labor force growth. And
this is clearly a problem for the American economy right now.
Over the past five years, the U.S. labor force (defined as the
population over age 16 either working or actively looking for a
job), has risen by only 2.3 million people to 156.0 million, or at a
rate of just 0.2% per year. This has occurred despite an increase
of 10.1 million in the population over age 16 over the same
period. The slow growth of the labor force has led to a sharp
decline in the labor force participation rate, as shown
in Exhibit 1.
Labor supply growth must come from labor force growth
EXHIBIT 1: LABOR FORCE PARTICIPATION RATE
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Source: BLS, FactSet, J.P. Morgan Asset Management. For illustrative
purposes only.
Data are as of 7/31/2014.

VIEWPOINT
The “potential” GDP growth of the U.S. has become a key issue
as the unemployment rate, which has fallen to 6.2%, is nearing
full-employment levels. As the unemployment rate falls
further, inflation is likely to become a growing concern due to
accelerating wages.
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Conventional wisdom is that millions of Americans have given
up looking for a job because they believe there are no jobs out
there. However, the numbers flatly contradict this. In the
monthly employment report, individuals are asked whether they
have, in fact, given up a job search because they think there are
no jobs available. In July 2009, 796,000 people said this was the
case, while in July 2014, this had actually fallen to 741,000.
Rather, the problem is mostly one of demographics. The
traditional retirement age in the U.S. and the age at which
Americans become eligible for Medicare is 65 years old.
Because of this, the number of people dropping out of the labor
force in order to retire tends to jump at age 65. By a quirk of
history, the number of people turning 65 has surged in recent
years.
Between 2010 and 2012, the number of people turning 65 in the
U.S. rose by 33%, or by almost 900,000 people. This largely
reflects the surge in births in the U.S. from 1945 to 1947 after
the end of World War II. It is important to note that this was not
just a “one-year wonder.” The birth rate in the U.S. was
suppressed throughout the 1930s and early 1940s and stayed
elevated from the late 1940s through the early 1960s. As a
result, the U.S. labor force will face a headwind of retiring
Baby Boomers for the next 15 years. Moreover, this will be
exacerbated by lower levels of new labor market entrants due
to a relatively low birth rate in the late 1990s and 2000s
(Exhibit 2). Even assuming some cyclical bounce in labor force
participation going forward, it is hard to see how the number of
U.S. workers could grow by more than 0.5% per year in the
decade ahead.
The labor force faces an increasing demographic headwind
EXHIBIT 2: DEMOGRAPHICS IN THE UNITED STATES
Total population of people age 18 and age 65

VIEWPOINT
The U.S. economy is likely to grow at a rate closer to 2%
instead of its long-term average of 3%, in part, because of
demographic trends that are shrinking the available supply
of workers.

The second problem with long-term growth has to do with
productivity. Over the past 50 years, total output per worker in
the U.S. has risen at an annual rate of 1.5%. However, over the
last 10 years, this has drifted down to just 0.6%.
Part of the reason for this is too little investment spending on
equipment for workers to use. As seen in Exhibit 3, total gross
investment spending as a share of GDP is only slightly higher
than the total depreciation of past investment spending. As a
result, the total annual growth in the capital stock is lower
today than it was in the 2000s, which is, in turn, far below that
of the 1990s (Exhibit 4).
Investment spending just replaces depreciated fixed assets
EXHIBIT 3: GROSS INVESTMENT AND DEPRECIATION
Private nonresidential fixed investment, % of GDP
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Source: BEA, J.P. Morgan Asset Management. For illustrative purposes only.
Data are as of 7/31/2014.
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EXHIBIT 4: REAL CAPITAL STOCK GROWTH
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Of course, capital spending could accelerate further or new
technologies could be introduced to kick-start potential growth.
However, in the absence of this, the U.S. economy would be
lucky to get back to its 50-year average of 1.5% growth in
output per worker. Combined with 0.5% growth in employment,
this would give us 2.0% real growth in the long run.
None of this, of course, is preordained. Smarter policies on
immigration could easily boost the number of skilled workers
entering the U.S. Smarter policies on entitlements could give
more people the incentive to work rather than retire or give up
on a job search. And a sharp, permanent lowering of the U.S.
corporate tax rate could repatriate billions of corporate dollars
which, in many cases, could boost capital spending. However,
investors would be wise not to predicate their investment
philosophy on the idea that Washington will somehow get some
of these long-term agenda items done.

VIEWPOINT
Lower potential GDP growth in the U.S. is likely to be
constrained by a decline in productivity. Absent an
acceleration of capex spending or new technologies, real GDP
growth is likely to fall to 2% or lower in the long run.

Long-term implications of the “potential problem”
An economy that grows by only 2% in the long run has both
short- and long-term implications. Let’s assume, for the
moment, that the economy achieves a smooth transition to this
lower long-term growth path — what economists would call a
“soft landing.”
Slower economic growth in the long run would tend to reduce
long-term interest rates. In theory, the real return on
investment capital should be somewhat related to economic
growth. In a fast-growing economy, a dollar put to work should
be expected to earn a higher rate of interest than in a slowergrowing economy.
Exhibit 5 shows the relationship between real GDP growth and
the real 10-year U.S. Treasury yield over the past 60 years.
While there is a positive relationship, it is not one-to-one. In
fact, statistically, real interest rates have equaled 1.3% plus
0.3% times real GDP growth. Over the past 60 years, this has
resulted in a real 10-year Treasury yield of 2.3%. Going forward,
the same relationship would produce a 1.9% real yield in the
long run. This is, of course, far above current real yields of just

0.5%. However, it does indicate that bond yields do not have
quite as far to rise to get to their long-term equilibrium levels
as history alone might suggest.
Bond yields face a lower long-term equilibrium level
EXHIBIT 5: REAL GDP GROWTH AND REAL INTEREST RATES
5-year rolling GDP growth and 5-year moving average 10-year UST
from 1954-2014
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If slower growth implies lower long-term interest rates, it
also implies a lower long-term return on equity capital or,
equivalently, a lower earnings yield on stocks. However,
ironically, for a given level of profits, stock prices would have
to rise further from current levels to achieve this lower
earnings yield.
Finally, slower economic growth in the U.S. highlights the
importance of overseas investing. Emerging markets (EMs) have
historically displayed stronger trend growth in both labor and
capital than the U.S., and their long-term growth advantage
should continue to be on display over the next decade.
Moreover, Europe, while facing slow long-term growth as it
reaches full employment, is still many years from that concern
with the eurozone unemployment rate at 11.5% in June. In fact,
slower U.S. growth might result in a flight of capital from the
U.S., leading to a lower dollar. While that sounds depressing, a
falling dollar would amplify the returns on international
investments for a U.S. investor.
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VIEWPOINT
Over the long run, slower U.S. economic growth would reduce
long-term interest rates and the earnings yield on stocks.
Slower growth in the U.S. also highlights the importance of
investing overseas.

Getting to the long run
Another important aspect of the “potential problem” is that
neither the Fed nor the bond market seems prepared for the
imminent arrival of long-term constraints.
With the Fed, there are two broad problems. First, its
economic forecasts, as outlined in Exhibit 6, seem improbably
conservative. The unemployment rate has fallen at a rate of
0.8% per year since peaking in October 2009, despite real
economic growth of just 2.2% annualized. If the growth rate
does pick up to about 3% annualized between now and the end
of 2016, as the Fed projects, it is hard to see why the
unemployment rate would only fall by another 0.9% (from 6.2%
to 5.3%) according to Fed projections during that period. It is
also hard to see how the personal consumption expenditure
(PCE) deflator, which was up by 1.6% year-over-year in June,
would be running at only 1.8% year-over-year by the fourth
quarter of 2016.
Second, even if the Fed were right on its economic forecasts, its
proposed monetary policy looks so inappropriately dovish that
there is a good chance it will have to gradually change
its tune.

EXHIBIT 6: FED’S JUNE 2014 FORECASTS*
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* Forecasts of 16 FOMC participants
Source: Federal Reserve, J.P. Morgan Asset Management. For illustrative
purposes only.
Data are as of 7/31/2014

Finally, despite Fed forecasts of an inappropriately dovish policy
built upon improbably conservative economic forecasts, the fed
funds futures market does not even price in the moves the Fed
itself expects to make. In particular, the Fed’s median forecast
for the fed funds rate at the end of 2015 is 1.13%, compared
with 0.75% in the fed funds futures contract, while its median
forecast for the end of 2016 is 2.50%, compared with a fed
futures contract of 1.79% as of early August.
In other words, market expectations for Fed rate hikes are
running well below the forecasts produced by an overly
accommodative Fed, which is additionally underestimating the
potential for the U.S. economy to absorb labor market slack and
produce rising inflation. While in the long run U.S. economic
growth is likely to be slower, in the short run inappropriately
easy monetary policy is likely to result in either higher-thanexpected inflation or faster-than-expected fed funds hikes. The
occurrence of either may provide some disruption for both the
bond and stock markets.

The Fed’s forecasts explicitly state that it regards a 5.4%
unemployment rate and a 2% PCE inflation rate as the longterm unemployment and inflation rates that are consistent with
optimal monetary policy. However, if this is the case, and given
that monetary policy works with a lag, the fed funds rate should
be at the Fed’s long-term target about 12 to 18 months before
the Fed expects to hit these goals. Instead, its forecasts assume
a fed funds rate of just 2.5% by the end of 2016 (well below its
long-run target of 3.75%), even though it will have gone below
its goal on unemployment and will be within 0.2% of its inflation
goal. The Fed may well reassess whether this is in any way
appropriate over the next year.
International investing involves a greater degree of risk and increased volatility.
Changes in currency exchange rates and differences in accounting and taxation
policies outside the U.S. can raise or lower returns. Also, some overseas markets
may not be as politically and economically stable as the United States and other
nations.
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Can Europe recover with prudence?

Markets are expecting rates to rise in the UK and U.S. long before
the eurozone

Stephanie Flanders, Chief Market Strategist,
UK & Europe

EXHIBIT 7: INTEREST RATE EXPECTATIONS
3.0%
2.5%

Introduction
Europe’s two most important central banks are about to move
onto different paths. With a strong recovery now under way in
the UK, the Bank of England (BoE) looks set to raise its key
policy rate before the U.S. Federal Reserve (the Fed), possibly
before the end of 2014. This stands in stark contrast to the
European Central Bank (ECB), which has committed to keep
interest rates at a record low for the foreseeable future and
may need to do more to confront deflation if the inflation
numbers do not pick up.
This new pattern for European policy, against the backdrop of a
strengthening U.S. recovery, raises a number of issues for
policymakers with important implications for investors.
Like the Fed, the BoE hopes that new macroprudential policies
will help it to keep interest rates lower for longer to support the
recovery without sowing the seeds of another financial crisis.
But uncertainty about the economy’s true potential is likely to
make this very difficult in practice.
Maintaining growth and financial stability is also a challenge for
the ECB, at a time when some member states have a much
greater need of policy stimulus than others. But the more
pressing question today is whether the ECB has done enough to
secure reasonable growth.

Growth with macroprudence: The UK experiment
At its narrowest, the channel separating the UK from mainland
Europe is less than 21 miles (33 km), but in monetary policy
terms, the gap between them is about to grow. As Exhibit 7
shows, investors are currently pricing in two increases in the
official policy rate from the BoE between November 2014 and
May 2015, with the key “bank rate” rising from 0.5% now to
1.2% by June 2015.
By contrast, investors see no rate rise in the eurozone through
the end of 2016. Indeed, the historically low level of German
10-year bond yields suggests that many in the markets are
expecting the ECB to loosen policy even further in the next six
months, with the launch of full-blown asset purchases or
quantitative easing.
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Source: Bloomberg, J.P. Morgan Asset Management. For illustrative
purposes only.
Data are as of 8/8/2014.

When rate rises do come, UK officials have said that these are
likely to be more “gradual, and limited” than in the past, and
that the official policy rate is likely to come to a rest at a lower
level than before — somewhere in the region of 2.5% or 3%,
rather than the longer-term average of 5%.

VIEWPOINT
Ample liquidity and better global growth should support
European equities, but the market is no longer cheap.
Investors will need to see a turnaround in corporate earnings
for prices to go higher.

The reasons long-term interest rates are likely to be lower than
in the past were discussed at length in the 2Q 2014 edition of
WorldView. UK officials have emphasized two factors in
particular:
• High levels of private and public debt are likely to make the
economy more sensitive to interest rates than in the past (see
Exhibit 8). Britain’s household debt ratio has fallen from its
2007 peak, but it is still high by international and historical
standards and is forecast to start rising again toward the end
of 2014.
• Higher capital and liquidity requirements and other prudential
policy reforms are likely to lead to higher spreads between the
risk-free official rate and the borrowing rates faced by
households and companies. (In the UK, the BoE estimates that
the average spread between the official policy rate and the
rate offered to households is likely to be around 200 basis
points (bps) in the future, compared with 75 bps in the years
before the crisis.)
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UK households have been deleveraging since the financial crisis
but remain highly indebted

The average quality of new corporate debt has been declining

EXHIBIT 8: UK HOUSEHOLD DEBT

EXHIBIT 9: RATINGS FOR NEWLY ISSUED EUROPEAN CORPORATE BONDS
ISSUES
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Source: OBR, J.P. Morgan Asset Management. For illustrative purposes only.
Data are as of 7/31/2014.

Both of these arguments seem plausible to us and far from
unique to the UK. But as the authorities have recognized, there
are financial risks associated with a “lower for longer” policy.
These risks are already evident in the UK housing market.
London house prices are now nearly one third higher than
prices before the financial crisis, and prices across the country
are approaching their pre-crisis levels, after rising 10% in the
past year.
Evidence of greater risk-taking is also apparent in financial
markets and could serve as potential sources of vulnerability.
Though implied volatility has picked up in recent weeks, for
most asset classes it is still well below its long-term average.
Spreads in high yield and peripheral bond markets are at
historic lows and covenant-light loans have become increasingly
widespread, not just in the U.S., but in Europe. Meanwhile, the
average rating of corporate bonds issued in Europe has also
been declining (Exhibit 9).

VIEWPOINT
The low level of interest rates has already resulted in signs
of increased risk-taking and leverage as the prices in the UK
housing market have continued to rise and leverage has begun
to rise in financial markets.
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Central banks should not be surprised by this outcome. Greater
risk-taking, after all, is precisely what forward guidance around
ultra low interest rates was designed to achieve. These risks
were permitted to build up in past cycles because central banks
did not want to use economy-wide interest rate changes to
tackle isolated asset price bubbles. Today, the negative financial
side effects of low interest rates will be addressed through
macroprudential policies, leaving traditional monetary policy
free to focus on the broader economy.
This is clearly desirable, but whether it is plausible is another
matter. In the housing market, the BoE has rightly identified
that the key risk is not rising house prices by themselves, but
rising house prices fueled by unsustainable credit growth. This
last feature has not been evident in the UK to date — the stock
of total mortgage debt in the UK has risen by just 3% in real
terms since 2012. Still, gross mortgage lending has picked up
during this period. This is not reflected in the net lending figures
because many households are still repaying debt, but clearly
some parts of the market are borrowing more and could be
vulnerable to a downturn in prices in the future. In June, the
BoE announced its first set of measures designed to limit the
percentage of high loan-to-value mortgages that individual
banks could have on their books. These limits are not binding
the lending of any bank right now — the BoE says it is intended
as an “insurance policy” for the future.

There are a number of broader macroprudential tools that the
authorities have said they will use as a first, and probably
second, line of defense against asset bubbles. Some of the main
ones are listed in Exhibit 10. The idea would be to “lean against”
incipient bubbles using these measures, with the BoE using the
blunt-edged instrument of interest rates only as a last resort.

Not surprisingly, the BoE has said it wants to avoid both of these
pitfalls. But the current mix of policy suggests that the UK
central bank (and probably the Fed) believe a period of abovetarget inflation would be preferable to a prolonged period of
stagnation given the high level of private and public debt.

EXHIBIT 10: MACROPRUDENTIAL TOOLS AVAILABLE TO CENTRAL BANKS

The ECB: Managing growth with convergence

The macroprudential toolbox

On the surface, the ECB faces a similar challenge in deciding on
the right mix of policy, because parts of the eurozone look a lot
less in need of extraordinary stimulus than others. The
European Commission estimates that the output gap for the
euro area as a whole is now 2.7% of GDP. But as Exhibit 11
shows, there is a wide divergence behind that average number
with a lot of economic slack still in the crisis economies and
France, but little room for an above-trend growth rate in
Germany.

Sectoral capital requirements
Counter cyclical capital buffers
Maximum leverage ratios
Time-varying provisional policies for banks
Loan to value and loan to income restrictions
Margining requirements
Source: J.P. Morgan Asset Management. For illustrative purposes only.

There are two important risks to this scenario. The first is that
macroprudential policy is ineffective on its own, or comes too
late. This seems entirely possible as central bankers and
regulators have not been very good at identifying asset bubbles
before they take hold. They have been even worse at resolving
them gently.
Spain famously used counter-cyclical provisioning in its banking
system in the years leading up to the crisis requiring banks to
increase provisioning during times of faster credit growth. A
long period of macroeconomic stability gave the regulators
false confidence and, in 2004, they gave in to political pressure
to reduce provisioning. Provisioning did increase when
household credit took off, but not nearly enough to protect the
banks from the downturn of 2009 to 2010.

VIEWPOINT
In theory, central banks can use macroprudential policies in
specific sectors to avoid asset class bubbles while maintaining
a very easy monetary policy. In practice, however, they have
often failed to recognize bubbles early enough to resolve them
without significant economic damage.

The other risk is that the BoE and other central banks, including
the Fed, will keep interest rates too low for too long, not
because of a misplaced faith in macroprudential policy but
because of an overly optimistic view of the economy’s
underlying potential. This would lead to not just asset price
inflation but economy-wide inflation as well.

Some parts of the eurozone have more spare capacity than others
EXHIBIT 11: ESTIMATED OUTPUT GAPS FOR VARIOUS EUROPEAN
ECONOMIES

2014 estimated output gap (% of potential GDP)
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Source: European Commission, J.P. Morgan Asset Management. For illustrative
purposes only.
Data are as of 7/31/2014.

In the first 10 years of the euro, monetary policy was probably
too tight for Germany and too loose for the countries on the
periphery. This dynamic helped sow the seeds of the crisis by
fueling asset bubbles in the periphery and massive financial
imbalances within the currency area. It is easy to see how the
opposite dynamic could take hold now in Europe, with “lower
for longer” interest rates allowing imbalances and bubbles to
develop in the stronger economies without providing enough
support to the periphery.
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Loose monetary policy could allow imbalances and bubbles to
develop in stronger economies
EXHIBIT 12: HOUSE PRICE GROWTH IN SELECTED EUROPEAN COUNTRIES
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As the ECB has pointed out, falling food and energy prices and a
strengthening currency are a large part of the explanation for
why inflation has fallen to such low levels. There are grounds
for hoping these immediate factors will ease in the second part
of 2014: Core inflation has been stable since the start of the
summer and the euro has fallen by more than 3% against the
dollar since early May.

Food and energy prices and the strong currency have been a
big factor pulling down eurozone inflation. These should be
less problematic going forward but deflation will continue to
be a risk while growth is so weak.
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Source: Eurostat, J.P. Morgan Asset Management. Eurozone, Spain and UK as
of 1Q 2014, Germany as of 2Q 2013. For illustrative purposes only.
Data are as of 7/31/2014.

This is a risk that the German finance minister highlighted
recently, pointing to the rapid increase in house prices in certain
German cities in his support. But we do not see much chance of
dangerous bubbles building up in Germany as long as credit as
a share of GDP is still significantly below its long-term average
(Exhibit 13) and personal savings in Germany remains relatively
high.
Credit growth is still below its long-term trend
EXHIBIT 13: ESTIMATED “CREDIT GAP” FOR SELECTED COUNTRIES

Credit gap as % of GDP
Spain

UK
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U.S.

Germany

The ECB’s June survey of credit conditions also offered
encouraging signs that both demand for and supply of
corporate loans were starting to improve, albeit from a very low
base. With consumer confidence still strengthening, these forces
should give the recovery more forward momentum to the
European private sector going into 2015.
However, this is still a region that it is growing at around 1% —
somewhat below the level that might be expected to push up
inflation. The ECB’s own forecasts do not see inflation getting
close to 2% much before 2017. In the meantime, worse-thanexpected average eurozone inflation rates have made it
extremely difficult for the crisis economies to increase their
competitiveness while keeping their sizeable public debt burden
under control.
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Source: Bank of International Settlements, J.P Morgan Asset Management.
Credit gap is the difference of the credit-to-GDP ratio from its long-run trend.
For illustrative purposes only.
Data are as of 7/31/2014.

A greater risk, in our view, is that the ECB will not succeed in
bringing inflation back to its target range within a reasonable
time frame.
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Italy is the most worrying example. Accounting for around one
third of the eurozone’s total sovereign debt, Italy has seen its
inflation rate fall from 0.6% to 0.0% since the start of 2014.
During the same period, its economy has tipped back into
recession, after two surprise quarters of modestly declining
GDP. We hope to see growth pick up somewhat over the next
year, for all the reasons discussed above. But if inflation stays at
these low levels, even Italy’s new reformist government might
find it difficult to convince investors that its debt burden is
sustainable.
In theory, U.S.-style quantitative easing by the ECB (i.e., largescale purchases of sovereign debt) could reduce interest rates
even further and make debt burdens look more manageable.
But one reason the ECB has been reluctant to go down this road
is that it may not necessarily support private-sector growth in
the parts of the eurozone that need it most. In that regard,
policies such as the targeted long-term lending programme for
European banks, which the ECB announced in June, look more
promising.

This programme in particular will directly encourage banks to
lend to small- and medium-sized businesses. So far, however,
there are signs that banks in the core economies will benefit
more than banks in the periphery economies. This is another
example of the broader issue — it is very hard to make one
eurozone monetary policy fit all, and harder still for the ECB to
fix all of the eurozone’s problems at once.

Implications for investors
Like the U.S. Federal Reserve, the Bank of England would like to
increase interest rates only gradually over the next few years, to
help the economy make up some of the ground lost since the
financial crisis and to ease the impact of higher rates on highly
indebted households and governments. The BoE wants to do
this while keeping inflation in check and preventing the buildup
of asset price bubbles in the financial sector through the use of
macroprudential policies.
Historically, central banks have been able to achieve two out of
three of these objectives over any length of time. We believe it
is asking a lot for them to achieve all three, especially given the
current uncertainty over the underlying state of the economy.
What does this mean for investors? In the short term, we
believe investors in European equities will benefit from
continued loose monetary policies, particularly in the eurozone.
But over the long-term, it will be important to see corporate
fundamentals improve along with the broader economy.
Though bond yields are already at historic lows in many parts of
the eurozone, core European bond markets should continue to
be supported by the promise of loose European monetary
policy. Events in the U.S. are likely to produce some volatility in
markets, but we see the core European bond markets as
relatively well protected from the fallout from U.S. tightening.
Periphery sovereign bonds are probably more vulnerable,
especially in countries where the growth and inflation numbers
disappoint.

VIEWPOINT
Geopolitical shocks and events in the U.S. are likely to produce
more volatility in European markets in the second half of 2014,
but core European bonds are better insulated than most from
the impact of U.S. tightening.

Emerging markets: Unwilling
participants in the great monetary
experiment
Tai Hui, Chief Market Strategist, Asia
The U.S. Federal Reserve’s policy outlook is arguably the
important event for the emerging markets’ (EM) investment
landscape in the next two to three years. After former Fed chair
Ben Bernanke brought up the topic of quantitative easing (QE)
tapering in May 2013, EMs went through a violent correction
and investors refocused on the vulnerability of selected
countries, such as the “Fragile Five” (India, Indonesia, Turkey,
Brazil and South Africa). Therefore, an important question on
investors’ minds today is how would EM and Asian assets
behave when monetary conditions in the U.S. start to change?
We believe the risk of capital outflow is only one consideration.
There are markets, such as Hong Kong and Singapore, which
have linked their monetary policies to the Fed in a more direct
manner. Furthermore, the U.S. experience could have important
implications for Japan, which is currently engaging in its own
version of the great monetary experiment.

Insulation and differentiation
Give EM central banks and policymakers some credit over how
they handled the volatility of 2013. First, they allowed their
currencies to depreciate and let the adjustment occur via
stronger exports and weaker imports. The combined monthly
trade deficit of Brazil, India, Indonesia, Turkey and South Africa
has been reduced to around USD 19 billion in recent months
from USD 26 billion in mid-2013, as shown in Exhibit 14. Second,
these central banks have also tightened monetary policy in
order to attract more inflows via higher yields. As shown in
Exhibit 15, the Fragile Five’s two-year government bond spread
relative to U.S. Treasuries is 30 basis points (bps) for South
Africa to 200 bps for Turkey wider now compared with May
2013. These measures together have helped reinforce investor
confidence that EM policymakers are willing to take the
necessary measures to achieve long-term economic stability,
even if that results in short-term sacrifices to economic growth.
Finally, EMs have also shown that they have a stronger foreign
exchange reserve buffer today than they did in the 1990s,
currently standing at USD 8 trillion versus USD 717 billion in
2000. Various bilateral and multilateral swap agreements are
also helping to prevent extreme currency adjustments.

Fixed income securities are subject to interest rate risk. If rates increase, the value
fixed income investments generally decline.
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Cheaper currencies and tighter monetary policy have helped to
address trade imbalances
EXHIBIT 14: FRAGILE FIVE’S TRADE BALANCES
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Sources: CEIC, J.P.Morgan Asset Management. For illustrative purposes only.
Data are as of 6/30/2014.

Wider bond spread relative to UST helps to protect EM currencies

Overall, for emerging markets, we reiterate the importance of
differentiation. In the near-term, countries with a greater
exposure to manufacturing exports should benefit from the
economic recovery in the U.S. and Europe. As shown in Exhibit
16, Asia’s exports to the U.S. and Europe have already shown
some decisive improvement in recent months. In the medium
term, investors should be watchful over emerging market
currencies, especially those that depend on capital inflows to
fund their current account deficits. Their currencies could still
face some downside pressure in the face of Fed policy
normalization, even though the potential magnitude should be
more modest compared with 2013.

VIEWPOINT
While EM policymakers have convinced investors that they can
handle policy normalization by the Federal Reserve, a more
hawkish Fed could still disrupt EM.

EXHIBIT 15: FRAGILE FIVE’S 2-YEAR GOVERNMENT YIELD SPREAD
RELATIVE TO UST
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Recovery in the U.S. and Europe is lifting Asian export
performance
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We believe EM assets have priced in the prospects of a gradual
increase in U.S. policy rates starting in mid-2015, given the
indications from fed funds futures in recent months. For the
moment, this allows investors to focus on the fundamental
factors supporting emerging markets, such as earnings
momentum and valuation. However, this benign environment
could be challenged if this “Goldilocks scenario” for the U.S.
economy is upset. When weighing between the risk of higher
inflation or weaker growth in the U.S., we believe upside
surprises to inflation could be more damaging to EMs, since this
could prompt a sharp spike in U.S. Treasury yields, which would,
in turn, pressure countries with current account deficits to raise
rates to further slow economic growth. Concerns over capital
outflows and a liquidity squeeze would also become more
potent if the Fed needs to adopt a more hawkish stance.
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A square peg in a round hole
While many emerging markets have robust fundamentals, such
as ample FX reserves, current account surpluses and a net
creditor position, the Fed’s outlook can also affect their
economies. Hong Kong and Singapore are good examples. Hong
Kong’s monetary policy is directly linked to the U.S. economy via
its linked exchange-rate system, or effectively a U.S. dollar —
Hong Kong dollar peg. While the Singapore dollar is managed
on a “band-basket-crawl basis (BBC)” where the currency is
linked to a basket of currencies rather than just the U.S. dollar,
its local interest rates are still tracking USD interest rates
closely.

Market inflation expectation is falling once again
EXHIBIT 18: MARKET’S INFLATION EXPECTATION AS SHOWN BY
INFLATION-LINKED BONDS
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In both markets, residential real estate transaction volume has
declined following these measures, but the correction in prices
has been limited, reflecting, in part, the behavioral biases of
owners. In a low interest rate environment, the low cost of carry
tends to distort owners’ decisions. In other words, given the low
debt-servicing cost, they would opt to leave their properties
vacant rather than sell them. This situation is unlikely to change
any time soon since mortgage rates in both Hong Kong and
Singapore are tracking three-month money market rates
(HIBOR, SIBOR or SOR) instead of 10-year swap rates in the U.S.
Even after the Fed starts to raise interest rates in 2015, the rise
will be gradual and the direct impact on borrowers is likely to
be limited until 2016 or beyond. On this count, macroprudential
measures may have failed to achieve their objective of cooling
property markets amid loose monetary policy conditions.
However, some of these measures have improved the resilience
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Sources: CEIC, J.P.Morgan Asset Management. For illustrative purposes only.
Data are as of 6/30/2014.
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The Bank of Japan (BoJ) is also engaging in its own great
monetary experiment by introducing “Quantitative and
Qualitative Monetary Easing” (QQE) in April 2013, in order to
achieve its “price stability” target of 2% CPI inflation. By
expanding its monetary base by JPY 60-70 trillion each year, or
the equivalent of USD 50-60 billion per month, the central bank
is hoping to revive the economy by breaking the deflationary
cycle. While monetary easing provided an immediate lift to the
economy in order to kick start Abenomics, it is not the
appropriate policy to address the supply side problems plaguing
the Japanese economy. While the economy has handled the
sales tax increase reasonably well, as shown by the steady
recovery of consumption, recent weaker-than-expected inflation
data has renewed concerns over whether the central bank
needs to step up the pace of money printing to achieve its
medium-term inflation objective. Both inflation-linked
government bonds (Exhibit 18) and corporate surveys have
shown a decline in inflation expectations.

/1

220

The great monetary experiment on a tight rope

1/
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The pace of policy normalization in the U.S. is unlikely to be
aggressive enough to check elevated asset prices in Hong Kong
and Singapore. More local policies are needed to counter the
impact of cheap money.

11

EXHIBIT 17: HONG KONG AND SINGAPORE RESIDENTIAL PROPERTY
PRICES

VIEWPOINT

/1

Ultra loose U.S. monetary policies have fueled real estate prices
in Hong Kong and Singapore

of the local financial sector to a potential price correction shock.
For example, the LTV ratio for new mortgages in Hong Kong has
fallen to 55% in the first half of 2014 from an average of 64%
in 2009.

10

As a result, both Hong Kong and Singapore have experienced
extremely low interest rates over the past five years. This has
translated into a surge in real estate prices. Between the lowest
point of the global financial crisis and the end of 2013, average
residential prices in Singapore and Hong Kong rose by 60% and
110%, respectively, as shown in Exhibit 17, and are now beyond
the affordability of an average wage earner in these markets.
Authorities in both countries have implemented various
measures in an attempt to cool the markets. These include
tightening of the loan-to-value (LTV) ratio for mortgages;
requiring banks to stress-test borrowers’ debt servicing ability;
and implementing taxes or levies on short-term speculative
transactions or non-resident transactions. Meanwhile, both
governments have looked to increase future real estate supply.

Sources: Bloomberg, J.P.Morgan Asset Management. For illustrative purposes
only.
Data are as of 7/31/2014.
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Suppressed Japanese government bond yields, which are partly
an outcome of central bank asset purchases as well as the high
domestic savings rate, are often interpreted as the market
doubting the BoJ’s ability to achieve its inflation target.
However, the central bank will also need to be careful what it
wishes for, since a rise in yields will also prompt a surge in the
fiscal costs of debt servicing. Also, investors will need to take
into account the reaction from domestic institutional investors
on potential mark-to-market losses from a decline in JGB prices.
Meanwhile, it is critical for Prime Minister’s Shinzo Abe’s
administration to push ahead with economic reforms and
improve supply-side factors while monetary expansion is still
supporting the Japanese economy.

VIEWPOINT
The Bank of Japan is likely to maintain its QQE program in the
foreseeable future. The only realistic option at this point is to
accelerate money printing, rather than decelerate.

Investment implications
The start of the interest rate hiking cycle in the U.S. should not
be a major challenge for emerging markets if it proceeds
gradually, as the market currently expects it will. However, rate
hikes could potentially disrupt EM economic growth if the Fed
raises rates sooner than expected or accelerates the pace of
increase. Countries with current account deficits that are
dependent on foreign inflows are more at risk in this scenario.
Differentiation among emerging markets is therefore critical.
For those markets that are hoping the Fed can help to deflate
their elevated asset prices, such as Hong Kong or Singapore,
the gradual nature of interest rate increases would mean that
borrowing costs could stay low for another two to three years
before they genuinely have an impact on borrowers. Japan’s
own great monetary experiment is ongoing and could be
expanded if necessary to support the objectives of Abenomics.
However, printing money is not without risk, given the high level
of fiscal debt of the Japanese government and the possibility of
an eventual “buyer’s strike,” that is, the prospect that the
government will have a tough time selling its sovereign debt.

Emerging markets and foreign/international securities involve special risks,
including economic, political and currency instability — especially in emerging
markets. Investments in emerging markets could lead to more volatility. The
small size of securities markets and the low trading volume may lead to a lack of
liquidity, which leads to increased volatility. Emerging markets may not provide
adequate legal protection for private or foreign investment or private property.
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