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J.P. Morgan Asset Management is pleased to present the 
latest edition of Quarterly Perspectives. This piece explores 
key themes from our Guide to the Markets, providing timely 
economic and investment insight. 
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Source: BEA, BLS, Census Bureau, DOD, DOJ, J.P. Morgan Asset Management.
GDP drivers are calculated are the average annualized growth between Q4 of the first and last year. Future working age population is calculated as 
the total estimated number of Americans from the Census Bureau, controlled for military enrollment, growth in institutionalized population, and 
demographic trends.
Guide to the Markets – U.S. Data are as of June 30, 2015.

Drivers of GDP growth
Average year-over-year percent change

Growth in investment in structures and equipment
Nonresidential fixed assets, year-over-year % change 

Growth in working age population
Percent increase in civilian non-institutional population ages 16-64

Growth in workers 
+ Growth in real Output per worker 
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Source: Guide to the Markets – U.S. 3Q 2015, page 22

Slower increases in productivity 
and workers have cut potential 
growth in half.

OVERVIEW

• Slower labor force and productivity 
growth appears to have cut the 
potential growth rate of the U.S. 
economy in half.

• In the short run, this implies that 
even a modest rebound in economic 
growth will continue to reduce the 
unemployment rate and convince the 
Federal Reserve to increase interest 
rates.

• In the long run, it suggests that 
diversified investors may need to look 
overseas and particularly in emerging 
markets (EM) to find sources of 
stronger growth for their portfolios.

1 Goldilocks’ grandmother: The investment 
implications of supply constraints

THE LONG TERM ISSUE FACING THE U.S. ECONOMY

In early 2015, investors and policymakers alike were concerned about a slowdown in the 
U.S. economy, as real GDP declined in the first quarter. However, these worries were 
unwarranted, as the softness in output growth was the result of bad weather, a dockworker 
strike and faulty seasonal adjustment.  

A more serious problem facing the U.S. economy, however, is diminished supply growth—in 
other words, the ability of the economy to absorb excess demand. Some have described the 
American economy as being a “Goldilocks’ economy” — not too hot and not too cold. In 
truth, it is today more like Goldilocks’ grandmother — not too hot, not too cold and not  
too fast. 

• The chart on the right of page 22 of the Guide illustrates that growth in the working age 
population slowed sharply from 1.3% per year from 1995 to 2004 to just 0.7% over the 
past decade. As baby boomers reach retirement age over the next 10 years, this is likely to 
slow further to just 0.4%. 

• Also shown on page 22 is the sluggish growth in investment spending. The result is that 
overall economic growth, which had averaged more than 3.0% per year from 1955 to 
2005, has slumped to just half that pace over the past decade and is unlikely to accelerate 
in the decade ahead.
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The Fed and interest rates

Source: FactSet, Federal Reserve, J.P. Morgan Asset Management.
Market expectations are the federal funds rates priced into the fed futures market as of the date of the June 2015 FOMC meeting. *Forecasts of 17 
Federal Open Market Committee (FOMC) participants, midpoints of central tendency except for federal funds rate which is a median estimate.
Guide to the Markets – U.S. Data are as of June 30, 2015.
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Federal Funds rate expectations
FOMC and market expectations for the Fed Funds rate

Long
Run

Federal Funds rate

FOMC Long-run projection

FOMC Year-end estimates
Market expectations on 6/17/15

DONE

FOMC June 2015 Forecasts* 
Percent

2015 2016 2017 Long 
Run

Change in real GDP, Q4 to Q4 1.9 2.6 2.3 2.2

Unemployment Rate, Q4 5.3 5.0 5.0 5.1

PCE Inflation, Q4 to Q4 0.7 1.8 2.0 2.0
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If growth is above 2% in 2016, 
unemployment is likely to fall 
faster than the Fed predicts. 

Slower long-term growth could 
limit the eventual increase in 
short-term interest rates.

Source: Guide to the Markets – U.S. 3Q 2015, page 33

OVERSHOOTING THE FED’S ESTIMATES

One implication of this slower potential growth is that unemployment may continue to fall 
faster than the Federal Reserve expects. Page 33 of the Guide to the Markets shows 
forecasts from the Federal Reserve’s June meeting. 

• While their numbers for 2015 appear realistic, in 2016, they expect both 2.5% real 
GDP growth and an unchanged unemployment rate. Barring a surprise surge in either 
productivity or labor force growth, this seems unrealistic. 

• It is more likely that a good year for the economy in 2016 will cut the unemployment rate 
to somewhere between 4.0% and 4.5%, with an associated pickup in wage growth. If 
this happens, the Fed may raise short-term rates a little faster than the market currently 
expects.

As the Fed begins to recognize the supply challenges faced by the economy, it may 
downgrade its estimate of long-term economic growth. This may be accompanied by a 
lowering of its estimate of where the federal funds rate should be in the long run, since an 
economy generating lower long-term real economic growth also tends to support lower 
long-term and short-term real interest rates. 
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Emerging markets: Economic snapshot 

EM vs. DM growth and equity performance 
Monthly, consensus expectations for GDP growth in 12 months
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EM growth & equity 
outperformance

EM growth & equity 
underperformance

EM – DM GDP Growth MSCI EM / MSCI DM

Source: Consensus Economics, J.P. Morgan Global Economic Research, MSCI, U.N. Commodity Trade Statistics Database, World Bank, J.P. 
Morgan Asset Management.
“Year – over - year EM – DM GDP Growth” is consensus estimates  for EM growth in the next twelve months minus consensus estimates for DM 
growth in the next twelve months, provided by Consensus Economics. “MSCI EM / MSCI DM” is the USD MSCI Emerging Markets Index price level 
over the USD MSCI The World Index price level, rebased to 1993=100. Commodities are defined by SITC codes 0-4. 
Guide to the Markets – U.S. Data are as of June 30, 2015.
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The gap between EM and DM 
growth is likely to widen again. 

Source: Guide to the Markets – U.S. 3Q 2015, page 50

FINDING GROWTH IN EMERGING MARKETS

One implication of the supply constraints on the U.S. economy then is the potential for 
higher U.S. interest rates in the short run. Another is the need for investors to have more 
money allocated overseas and particularly in emerging markets. 

• As can be seen in the chart to the left on page 50, the gap between economic growth in 
emerging economies and developed countries has narrowed. This reflects an improvement 
in growth in Japan and Europe, as well as slower growth in China and outright recession in 
Brazil and Russia. 

• In the long run, EM growth should reaccelerate as conditions in these economies improve. 
Meanwhile, in the developed world, the U.S. and Japan are near full employment just as 
labor force growth—in Europe as well as the U.S. and Japan—is slowing. 

INVESTMENT IMPLICATIONS

• Supply constraints could cause the 
U.S. economy to overheat in the 
medium term and grow more slowly 
in the long run.

• Consequently, investors should 
prepare for somewhat faster, short-
term interest rate increases than the 
Fed currently projects.

• Supply constraints and the developed 
world in general enhance the relative 
attractiveness of EM equities for the 
long run.

This does suggest that there should be opportunities for investors in EM equities as the U.S. 
economy grows more slowly. However, as illustrated on the top right of the page, there is 
significant divergence between the economic performance of Asian and Latin American 
emerging markets. In addition, investors should be aware of the very heterogeneous nature 
of EM economies and companies, adding to the importance of country, sector and security 
selection in EM investing. 
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S&P 500 valuation measures

Source: FactSet, FRB, Robert Shiller, Standard & Poor’s, J.P. Morgan Asset Management. 
Price to Earnings is price divided by consensus analyst estimates of earnings per share for the next 12 months. Shiller’s P/E uses trailing 10-years of 
inflation adjusted earnings as reported by companies. Dividend Yield is calculated as the trailing 12-month average dividend divided by price. Price to 
Book Ratio is the price divided by book value per share. Price to Cash Flow is price divided by NTM cash flow. EY Minus Baa Yield is the forward 
earnings yield (consensus analyst estimates of EPS over the next 12 months divided by price) minus the Moody’s Baa seasoned corporate bond 
yield. Std. dev. over/undervalued is calculated using the average and standard deviation over 25-years for each measure.” *P/CF is a 20-year avg. 
due to cash flow data availability.
Guide to the Markets – U.S. Data are as of June 30, 2015.

S&P 500 Index: Forward P/E ratio

Average: 15.7x

Current: 16.4x

+1 Std. dev.: 19.0x

-1 Std. dev.: 12.4x

5

Valuation 
measure Description Latest

25-year 
avg.*

Std. dev. 
over/under-

valued

P/E Forward P/E 16.4x 15.7x 0.2

CAPE Shiller’s P/E 27.2 25.5 0.3

Div. Yield Dividend yield 2.0% 2.1% 0.1

P/B Price to book 2.9 2.9 0.0

P/CF Price to cash flow 11.7 11.4 0.1

EY Spread EY minus Baa yield 1.3% -0.6% -1.0
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Source: Guide to the Markets – U.S. 3Q 2015, page 5

U.S. equities: Holding on at higher valuations

EQUITY VALUATIONS DO NOT PREDICT BEAR MARKETS

In rock climbing, the probability of slipping depends on one’s technique, not on elevation. In 
fact, the hand holds that are employed by expert climbers are the same at low and high 
altitudes. Yet, when it comes to investing, many believe that above-average equity 
valuations are a signal for a correction. In reality, equity valuations are important in judging 
long-run expected returns, but they do not predict the timing of bear markets. Morever, U.S. 
equity valuations are only slightly above their average historical levels today. 

• Page 5 from the Guide to the Markets shows that the market’s valuation level is slightly
above average today, with a forward P/E ratio of 16.4x vs. the historical average of 15.7x.
This is only one-third of a standard deviation above average.

• Valuation levels can remain above average for long periods of time without predicting a
correction. During the late 1990s, valuations exceeded the long-term averages beginning
in 1996 before peaking in 2000.

• Almost all valuation measures tell a similar story. Even the cyclically-adjusted P/E ratio is
only slightly above its 25-year average.

OVERVIEW

• The market’s valuation level is only
slightly above average. The forward
P/E, at 16.8, is not yet stretched.

• Valuation measures have little
predictive power over the short run.
However, they are important
indicators of expected returns over
longer time horizons. At above-
average valuation levels, investors
should expect long-run returns that
are still attractive but lower than the
prior six years.

• Higher valuations also do not predict
market corrections. Bear markets are
typically the result of an economic
shock, not higher P/E ratios.

2

The market’s valuation level is 
slightly above average today.

P/E ratios can remain above 
average for extended periods of 
time.
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P/E ratios and equity returns

Forward P/E and subsequent 1-year returns Forward P/E and subsequent 5-year annualized returns

R² = 9% R² = 43%
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Source: FactSet, Reuters, Standard & Poor’s, J.P. Morgan Asset Management. 
Returns are 12 month and 60 month annualized total returns, measured monthly, beginning June 30, 1990. R² represents the percent of total 
variation in total returns that can be explained by forward P/E ratios.
Guide to the Markets – U.S. Data are as of June 30, 2015.
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Source: Guide to the Markets – U.S. 3Q 2015, page 6

There is low correlation between 
broad market valuations and 
returns in the short term.

Valuations are more highly 
correlated over longer time 
horizons.

VALUATIONS MATTER IN THE LONG RUN

Interpreting market valuations is like predicting the weather — it’s difficult to forecast 
temperatures over the next week, but it’s easy to say it will be hot in the summer and cold 
in the winter. Page 6 from the Guide to the Markets helps illustrate this point, by looking at 
forward P/E ratios and subsequent market returns.

• Over a one-year time horizon, there is little correlation between broad market valuations 
and returns. Over such short time periods, stock returns are difficult to forecast and are 
affected by innumerable economic and market factors. 

• Valuations have a much tighter relationship with market returns over five-year horizons 
and beyond. This relationship makes intuitive sense — buying equities when valuations are 
cheap tends to result in higher returns in the long run.

• Slightly above-average market valuations suggest that long-run returns should still be 
attractive, but investors should not expect a repeat of the double-digit returns experienced 
over the past six years.
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Bear markets

Source: FactSet, NBER, Robert Shiller, Standard & Poor’s, J.P. Morgan Asset Management.
*A bear market represents a 20% or more decline from the previous market high using a monthly frequency.
Periods of “Recession” are defined using NBER business cycle dates. “Commodity Spikes” are defined as significant rapid upward moves in oil prices. 
Periods of “Extreme Valuations” are those where S&P 500 last twelve months P/E levels were approximately two standard deviations above long run 
averages. “Aggressive Fed Tightening” is defined as Federal Reserve monetary tightening that was unexpected and significant in magnitude.
Guide to the Markets – U.S. Data are as of June 30, 2015.
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Characteristics of past bear markets

S&P 500 composite declines from all-time highs

Recession

20% Market 
decline*

Market
Corrections

Cycle
Peak

Bull Market 
Duration 
(Months)

Decline from 
All-time 

High
Recession Commodity 

Spike

Aggressive
Fed 

Tightening

Extreme
Valuations Commentary

1 Crash of 1929 Aug 1929 37 -84% Excessive leverage, irrational exuberance
2 1937 Fed Tightening Feb 1937 22 -74% Premature monetary tightening
3 Post WWII Crash May 1946 48 -54% Post-war demobilization, recession fears
4 Flash Crash of 1962 Dec 1961 14 -22% Flash crash, Cuban Missile Crisis
5 Tech Crash of 1970 Dec 1968 73 -29% Economic overheating, civil unrest
6 Stagflation Dec 1972 29 -43% OPEC oil embargo
7 Volcker Tightening Nov 1980 31 -19% Extremely high rates to rein in inflation
8 1987 Crash Aug 1987 59 -27% Program trading, overheated market
9 Tech Bubble Aug 2000 118 -42% Extreme valuations, mostly in tech stocks
10 Global Financial Crisis Oct 2007 55 -51% Leverage, housing, Lehman collapse

10

Source: Guide to the Markets – U.S. 3Q 2015, page 16

FOCUS ON THE LEVEL OF EXPECTED RETURNS

While valuations tell you about long-run expected returns, they do not predict the timing of 
bear market corrections. Corrections tend to result from economic shocks and have 
historically occurred during times of both high and low market valuation levels. Investors 
should focus on the level of expected returns rather than try to predict the next correction.

• There have been ten bear market corrections since the crash of 1929, defined as a 20% 
market decline from the prior peak. 

• Bear markets are almost always a result of an economic recession, as was the case in 
2008. While the current recovery is now one of the longest in history, the economy is not 
yet overheating.

• Other common factors coinciding with bear markets include commodity spikes, premature 
Fed tightening and extreme valuations. None of these conditions exist today — commodity 
prices are low, the Fed is extremely dovish and valuations are only moderately higher than 
average.

History suggests that bear markets 
are usually a result of recessions.

Other factors, such as commodity 
spikes, aggressive Fed tightening 
and extreme valuations, are non-
existent today.

INVESTMENT IMPLICATIONS

• Market valuation levels are clearly 
above average in this seventh year of 
recovery. However, valuation 
measures are useful for determining 
long-run expected returns, not short-
term market movements or 
corrections.

• Investors should focus on expected 
returns and economic fundamentals. 
Both are still attractive in this 
environment, leading us to continue 
to favor U.S. equities.

Equity securities are subject to “stock market 
risk”. The price of equity securities may rise or 
fall because of changes in the broad market or 
changes in a company’s financial condition, 
sometimes rapidly or unpredictably.
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OVERVIEW

• Historically, fixed income has been 
associated with stability. 

• However, after six years of extremely 
easy and synchronized monetary 
policy around the world, it appears 
we may be headed for a period of 
divergence. 

• As this occurs, volatility across the 
fixed income universe looks set to 
increase, making investments that 
many once considered to be stable 
significantly less so, and forcing 
investors to rethink how they 
construct their fixed income 
allocations. 
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Source: Bloomberg, FactSet, various national statistics agencies, J.P. Morgan Global Economics Research, US Federal Reserve, J.P. Morgan Asset 
Management. 
*Central bank assets as percent of nominal GDP is forecasted from 2Q15 to 1Q16 using J.P. Morgan Global Economics Research nominal GDP 
forecasts and assumptions for central bank balance sheet size based on statements released by each respective central bank and its governors. 
Target policy rates for Japan are estimated using EuroYen 3m futures contracts less a risk premium of 6bps.
Guide to the Markets – U.S. Data are as of June 30, 2015.
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Bonds can be volatile too

MONETARY POLICIES DIVERGED IN A YELLOW WOOD…

Since the financial crisis, both conventional and unconventional monetary policy have been 
relatively aligned across the major global central banks — the U.S. Federal Reserve (Fed), 
European Central Bank (ECB), Bank of England (BoE) and the Bank of Japan (BoJ). Now that 
the U.S. economy has largely healed from the recession, it looks increasingly likely that the 
Fed will hike rates later this year, marking the first step in the process of a gradual 
normalization of interest rates.

• The Fed looks set to lead the charge, with futures markets split over whether the Fed 
will hike rates in September or December. The important thing, however, is the pace of 
tightening, not when it begins.

• The ECB, BoJ and, most recently, the People’s Bank of China, are all aggressively easing 
monetary policy. The resulting combination of a relatively consistent flow of asset 
purchases and stable demand for fixed income should result in range-bound yields in the 
medium term.

• In the near term, the combination of policy normalization in the U.S. and policy easing 
abroad will likely drive volatility higher across all financial markets, particularly fixed 
income.

Central banks around the world 
have embraced unconventional 
monetary policy as they have 
worked to generate growth and 
inflation in the aftermath of the 
financial crisis.

With interest rates at the zero-
bound, central banks will need to 
be forward-looking to ensure they 
have sufficient firepower when the 
next recession inevitably hits.

3
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Source: Barclays Capital, BIS, FactSet, J.P. Morgan Asset Management.
Fixed income sectors shown above are provided by Barclays Capital and are represented by the global aggregate for each country except where 
noted. EMD sectors are represented by the J.P. Morgan EMBIG Diversified Index (USD), the J.P. Morgan GBI EM Global Diversified Index (LCL), 
and the J.P. Morgan CEMBI Broad Diversified Index (Corp). European Corporates are represented by the Barclays Euro Aggregate Corporate Index 
and the Barclays Pan-European High Yield index. Sector yields reflect yield to worst. Duration is modified duration. Correlations are based on 7 years 
of monthly returns for all sectors. Past performance is not indicative of future results. 
Guide to the Markets – U.S. Data are as of June 30, 2015.

Global fixed income 37

Global bond market
USD trillions

U.S.: $35tn

Developed ex 
U.S.: $45tn

EM: $14tn

12/31/89 9/30/14
U.S. 60.7% 37.3%
Dev. ex U.S. 38.2% 47.9%
EM 1.1% 14.9%

DONE

Yield

Aggregates Correl to 
10-year Duration 6/30/2015 3/31/2015 Local USD

   U.S. 0.84 5.6 Yrs 2.39% 2.06% -0.10% -0.10%

   Gbl. ex. U.S. 0.31 7.1 1.41% 1.09% -4.72%

   Japan 0.46 8.3 0.47% 0.44% -0.63% -2.63%

   Germany 0.17 6.0 0.76% 0.39% 0.33% -7.62%

   U.K. 0.16 9.2 2.16% 1.78% -2.06% -1.21%

   Italy 0.01 6.4 1.68% 0.97% -0.66% -8.53%

   Spain 0.04 5.9 1.50% 0.83% -1.68% -9.47%

Sector

   Euro Corp. 0.13 5.1 1.45% 0.92% -1.58% -9.38%

   Euro HY. -0.35 4.1 4.79% 4.24% 3.70% -4.51%

   EMD ($) 0.21 6.8 5.79% 5.56% 1.67%

   EMD (LCL) 0.09 4.9 6.79% 6.34% 2.26% -4.88%

   EM Corp. -0.26 5.5 5.53% 5.41% 3.70%

YTD Return
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Source: Guide to the Markets – U.S. 3Q 2015, page 37

Sectors of the global bond market, 
such as European high yield 
and EM corporate bonds, have a 
negative correlation to changes in 
the 10-year U.S. Treasury yield.

Unlike U.S. high yield, European 
high yield has minimal exposure to 
the energy sector.

FISHING IN A BIGGER POND

In a world where traditional fixed income may no longer provide the stability that it once 
did, it will be important for investors to develop a framework for thinking about how to 
invest in the bond market against a backdrop of rising rates. Fortunately, the fixed income 
market today is quite different than it was 10-15 years ago.

• The global bond market has grown from approximately $20 trillion in the mid-1990s 
to nearly $100 trillion today. The majority of this growth has occurred in bond markets 
outside the U.S., increasing the global opportunity set for fixed income investors.

• Certain areas of the global bond market offer ways for investors to diversify against the 
risk of rising interest rates in the U.S. While it does not make sense to load up on any one 
sector, having exposure to some areas of the global bond market that “zig” when other 
parts “zag” should provide some protection against higher rates.

INVESTMENT IMPLICATIONS

• As monetary policy diverges, volatility 
in fixed income markets looks set to 
rise. 

• Additionally, as the Federal Reserve 
gradually normalizes policy, rates will 
rise, leading bond prices to fall. 

• This will herald a type of fixed income 
market that has not been seen in over 
30 years, one that is characterized by 
higher volatility and rising rates. 

• While this may lead to negative 
returns from fixed income, investors 
should not run in the opposite 
direction. Rather, they should rethink 
the composition of their fixed income 
exposure, taking advantage of today’s 
substantially larger opportunity set 
with superior diversification benefits.

Fixed Income/Bonds are subject to interest rate 
risks. Bond prices generally fall when interest 
rates rise. 
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Source: FactSet, MSCI, Standard & Poor’s, J.P. Morgan Asset Management.
All return values are MSCI Gross Index (official) data. Chart is for illustrative purposes only. Past performance is not indicative of future results. 
Please see disclosure page for index definitions. Countries included in global correlations include Argentina, South Africa, Japan, UK, Canada, 
France, Germany, Italy, Australia, Austria, Brazil, China, Colombia, Denmark, Finland, Hong Kong, India, Malaysia, Mexico, Netherlands, New 
Zealand, Peru, Philippines, Portugal, Korea, Spain, Taiwan, Thailand, Turkey, United States. 
Guide to the Markets – U.S. Data are as of June 30, 2015.
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Global equity market correlations
Rolling 1-year correlations, 30 countries

Jun. 2015:
0.43 

DONE

Country / Region

Regions / Broad Indexes

All Country World 4.6 3.0 9.9 4.7

U.S. (S&P 500)        - 1.2        - 13.7

EAFE 9.2 5.9 6.4 -4.5

Europe ex-U.K. 10.9 5.3 7.4 -5.8

Pacif ic ex-Japan 4.8 0.6 5.8 -0.3

Emerging Markets 5.8 3.1 5.6 -1.8

MSCI: Selected Countries
United Kingdom 1.2 2.0 0.5 -5.4

France 14.9 5.8 3.6 -9.0

Germany 11.7 2.9 2.8 -9.8

Japan 16.1 13.8 9.8 -3.7

China 14.8 14.8 8.3 8.3

India 2.5 1.6 26.4 23.9

Brazil 6.8 -8.6 -2.8 -13.7

Russia 20.5 27.8 -12.1 -45.9

YTD 2014

Local USD Local USD

Source: Guide to the Markets – U.S. 3Q 2015, page 42

Non-U.S. stocks make up half of 
the global opportunity set, yet are 
woefully under-represented in the 
average investor’s portfoilio.*

International stocks have outpaced 
domestic markets year-to-date.

A stronger dollar has acted to 
dampen returns for un-hedged, 
U.S.-based investors.

OVERVIEW

• Studies show that U.S. investors are 
often under exposed to non-U.S. asset 
classes, including international 
equities.

• Non-U.S. equities actually make up 
roughly half of the global stock 
market.

• Recently, diversifying across the 
global opportunity set has paid off for 
well-diversified investors.

When investment “jet-setting” pays off

DIVERSIFYING ACROSS GLOBAL OPPORTUNITIES

It has paid handsomely to have exposure to capital markets outside of the United States so 
far in 2015. The table on the left side of page 42 in the Guide to the Markets highlights the 
returns of each country or region, both in local currency and U.S. dollars.

• For U.S. based investors, the dollar-based returns most closely reflect what an investor 
would earn.

• While the stronger U.S. dollar YTD has eaten into some of the strong performance seen 
outside the U.S., it has still been beneficial for investors to hold non-U.S. equities.

• Although the S&P 500 was able to eke out gains of 1.2% so far this year, developed 
international markets (MSCI EAFE) rose 5.9% in U.S. Dollar terms (9.2% in local currency). 
Europe returned 5.3% in USD and 10.9% in local terms.

• Japan and China also had strong returns, but for very different reasons, while Russian 
stocks have done an about-face thanks to a reversal in energy prices.

4

Source: Strategic Insight. 
*Based on Morningstar category assets, U.S. investors have 
roughly 21% of their equity holdings.

Past performance does not guarantee future result. Diversification does not guarantee investment returns and does not eliminate the risk of loss. 
Diversification among Investment options and asset classes may help to reduce overall volatility. Investing in foreign countries involves a greater degree 
of risk and increased volatility. Changes in currency exchange rates and differences in accounting and taxation policies in foreign countries can raise or 
lower returns. Also, some markets may not be as politically and economically stable. The risks associated with foreign securities may be increased in 
countries with less developed markets. These countries may have relatively unstable governments and less established market economies than developed 
countries. These developing markets may face greater social, economic, regulatory and political uncertainties. These risks make securities from less 
developed countries more volatile and less liquid than securities in in more developed countries.
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Source: Guide to the Markets – U.S. 3Q 2015, page 46

Aided by aggressive ECB action, the 
European recovery appears to be 
finding more solid footing.

Sentiment, exports and labor 
markets are all improving.

Earnings have also begun to 
improve, helping to boost equity 
prices. 

INVESTMENT IMPLICATIONS

• Investors should always maintain an 
allocation to non-U.S. assets, and not 
just for simple diversification. 

• In the U.S., the recovery and capital 
markets have come a long way from 
their depths in 2009, and while both 
may well have more room to run, 
returns are likely to be more muted 
going forward. 

• Because of this, investors might be 
well-advised to add exposure to 
regions where the economies are 
earlier in the recovery process and 
there is more potential for growth in 
asset prices. 

WHAT’S BEHIND THE STRONG INTERNATIONAL RETURNS?

There are several factors contributing to the outperformance of international equities over 
domestic stocks this year:

• Enthusiasm for continuing recovery in Europe and Japan, coupled with easy monetary 
policy, has provided support for markets.

• A weaker earnings picture in the U.S. on the back of strong U.S. dollar gains and lower 
energy profits, compared to strengthening EPS in Europe. 

• A bounce in some emerging market countries who were hit particularly hard in 2014.

The European recovery has been particularly impressive. Improvements in the region have 
been driven, not only by monetary policy, but also by the implementation of structural 
reforms across a number of key countries.
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Credit demand and Eurozone GDP growth
Net % of banks reporting positive loan demand, GDP growth

Consumer credit

Eurozone GDP growth y/y
Housing loans
Overall corporate

Stronger loan 
demand

Weaker loan 
demand

Source: ECB, Markit, Eurostat, FactSet, MSCI, J.P. Morgan Economic Research, J.P. Morgan Asset Management.

Guide to the Markets – U.S. Data are as of June 30, 2015.
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Earnings revisions ratios
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THE ROLE OF CURRENCY

Investors need to consider foreign exchange rates when allocating to international 
investments. For a U.S. based investor, a weakening dollar magnifies the returns earned on 
non-U.S. investments, while a stronger dollar — as generally observed for most of the last 
twelve months — erodes returns. While currency is notoriously difficult to predict, the good 
news for international investors today is that the rapid pace of dollar strengthening over 
the last twelve months seems to have slowed, which should reduce the need to hedge 
currency exposure. 
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