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Healthy normalization: 
Putting rising rates 
into historical 
perspective
THE TIGHTENING CYCLE IN THE  
U.S. CONTINUES  
page 5

YIELDS SHOULD SLOWLY RISE 
page 6

• The Federal Reserve (Fed) will likely continue to tighten 
monetary policy throughout 2017 and into 2018. 

• While this pace is still relatively slow in an historical context, it 
signals that the economy is strong and can handle a more 
normal level of interest rates.

• As U.S. monetary policy gradually tightens, this should push 
bond yields higher. This rising rate environment is even more 
challenging, however, due to the high level of duration in U.S. 
bond markets. 
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Source: Federal Reserve, FactSet, J.P. Morgan Asset Management.
*Balance sheet reduction assumes reduction from current level, beginning October 2017 and lasting four years, concluding in October 2021. 
Reduction of Treasuries and MBS is per FOMC guidelines from the June 2017 meeting minutes: Treasury securities will be reduced $6 billion per 
month initially and reduction rate will increase in steps of $6 billion at three-month intervals over 12 months until reaching $30 billion per month; MBS 
will be reduced $4 billion per month initially and reduction rate will increase in steps of $4 billion at three-month intervals over 12 months until 
reaching $20 billion per month; Other assets are reduced in proportion. Forecasts do not take into account months where maturing assets do not 
exceed the stated cap nor do they consider the reinvestment of principal or interest repayment in excess of the stated cap.
Guide to the Markets – U.S. Data are as of June 30, 2017.

The Federal Reserve balance sheet
USD trillions

Balance sheet reduction scenario
(current balance sheet = $4.460 trillion)

Beginning 
balance ($ trillion)

End balance 
($ trillion)

Treasuries $2.465 $1.170

MBS $1.770 $0.929

Treasuries

MBS

Other

Dec. 2008:
QE1 begins

Jun. 2010:
End of QE1; 

balance sheet 
stands at $2.1T 

Oct. 2014:
End of QE3; 
balance sheet 
stands at $4.5T

Nov. 2010:
QE2 begins

Jun. 2011:
End of QE2; 
balance sheet 

stands at $2.8T
Sep. 2012:
QE3 begins

Jan. 2014:
Tapering of 

purchases begins

The Federal Reserve balance sheet
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Forecasted reduction*
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Source: FactSet, J.P. Morgan Asset Management; (Bottom left) Bloomberg, BofA/Merrill Lynch. (Bottom right) Barclays, Bloomberg. 
The Developed Market Government Bond Index is the Bank of America/Merrill Lynch Global Government Index. Duration measures the sensitivity of 
the price of a bond to a change in interest rates. The higher the duration the greater the sensitivity bond is to movements in the interest rate.
Guide to the Markets – U.S. Data are as of June 30, 2017.

Bond market dynamics

Breakdown of DM government bonds by yield

Yield curve
U.S. Treasury yield curve
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10-year U.S. 
Treasury

Yields

Below 0%

Below 1%

Above 1%

Duration of Barclays U.S. Aggregate
Years

Jun. 2017: 6.0 years

Average: 
4.8 years

More sensitive to 
interest rates

Less sensitive to 
interest rates

10-year German 
Bund

10-year Japan 
Government Bond
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Failure to launch
CYCLICAL SECTORS ARE IMPEDING 
STRONGER GROWTH 
page 3

INFLATION HAS SOFTENED IN 
RECENT MONTHS 
page 4

• Following last November’s election, many expected the U.S. to 
see a pickup in economic growth in 2017, fueled by higher 
consumer and business confidence and fiscal stimulus from the 
new administration.

• This acceleration has not materialized. Moreover, inflation has 
also run lower than expectations since the start of the year.

• Both real growth and inflation should rise modestly over the next 
few quarters. However, both should remain below earlier 
expectations. This could restrain increases in long-term interest 
rates despite Fed tightening and also limit gains in corporate 
earnings, underscoring the importance of global diversification.
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Source: J.P. Morgan Asset Management; (Top left) BEA; (Top and bottom right, bottom left) Census Bureau, FactSet.
Capital goods orders deflated using the producer price index for capital goods with a base year of 2009. *May figure is based on May 2017 Advance 
Report.
SA – seasonally adjusted. 
Guide to the Markets – U.S. Data are as of June 30, 2017.

Cyclical sectors 20

Light vehicle sales
Millions, seasonally adjusted annual rate

Average: 15.6

May 2017:
16.6

May 2017:
1,092

Housing starts
Thousands, seasonally adjusted annual rate

Average: 1,310

Real capital goods orders
Non-defense capital goods orders ex-aircraft, USD billions, SA

Average: 62.5

May 2017*:
57.8

Manufacturing and trade inventories
Days of sales, seasonally adjusted

Apr. 2017: 
41.7

Ec
on

om
y

|GTM – U.S.

27

Inflation

Source: BLS, FactSet, J.P. Morgan Asset Management.
CPI used is CPI-U and values shown are % change vs. one year ago. Core CPI is defined as CPI excluding food and energy prices. The 
Personal Consumption Expenditure (PCE) deflator employs an evolving chain-weighted basket of consumer expenditures instead of the fixed-
weight basket used in CPI calculations.
Guide to the Markets – U.S. Data are as of June 30, 2017.

CPI and core CPI
% change vs. prior year, seasonally adjusted
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50-yr. avg. May 2017

Headline CPI 4.1% 1.9%

Core CPI 4.1% 1.7%

Food CPI 4.1% 0.9%

Energy CPI 4.3% 5.4%

Headline PCE deflator 3.6% 1.4%

Core PCE deflator 3.5% 1.4%
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The answer lies in 
earnings
NOT THE OUTCOME YOU MIGHT 
HAVE EXPECTED  
page 7

POLICY IS OUT, EARNINGS ARE IN 
page 8

• The second quarter saw a continuation of many of the themes 
observed during the first three months of the year.

• Equities in aggregate continued their upward ascent; beneath 
the surface, growth outperformed value, small caps 
outperformed large caps and cyclicals outperformed defensives.

• Most of the policy-related trades have been “priced out” of the 
market; this leaves equities less vulnerable to a sharp pullback 
on the back of policy disappointment, and increases the 
importance of earnings in driving returns.
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Source: FactSet, Russell Investment Group, Standard & Poor’s, J.P. Morgan Asset Management.
All calculations are cumulative total return, including dividends reinvested for the stated period. Since Market Peak represents period 10/9/07 – 6/30/17, 
illustrating market returns since the S&P 500 Index high on 10/9/07. Since Market Low represents period 3/9/09 – 6/30/17, illustrating market returns 
since the S&P 500 Index low on 3/9/09. Returns are cumulative returns, not annualized. For all time periods, total return is based on Russell style 
indexes with the exception of the large blend category, which is based on the S&P 500 Index. Past performance is not indicative of future returns. 
*Timeframe of average valuation decreased from 20 to 15 years because of a discontinued data series. The new data series is bottom-up calculation 
based on the most recent S&P 500 Index price, divided by consensus estimates for earnings in the next 12 months (NTM), and is provided by FactSet
Market Aggregates.
Guide to the Markets – U.S. Data are as of June 30, 2017.

Returns and valuations by style 8

QTD

Since market low (March 2009)

YTD

Since market peak (October 2007) Current P/E as % of 15-year avg. P/E*

Current P/E vs. 15-year avg. P/E*
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Source: Compustat, FactSet, Standard & Poor’s, J.P. Morgan Asset Management; (Top right) Federal Reserve, S&P 500 individual company 10k filings,
S&P Index Alert.
EPS levels are based on operating earnings per share. Earnings estimates are Standard & Poor’s consensus analyst expectations. Past performance is 
not indicative of future returns. Currencies in the Trade Weighted U.S. Dollar Major Currencies Index are: British pound, euro, Swedish krona, Australian 
dollar, Canadian dollar, Japanese yen and Swiss franc. *1Q17 earnings are calculated using actual earnings for 98.6% of S&P 500 market cap and 
earnings estimates for the remaining companies. **Year-over-year change is calculated using the quarterly average for each period. USD forecast 
assumes no change in the U.S. dollar from its June 30, 2017 level. 
Guide to the Markets – U.S. Data are as of June 30, 2017.

Corporate profits 7

S&P 500 earnings per share
Index quarterly operating earnings

Energy sector earnings
Energy sector contribution to S&P 500 EPS, quarterly

U.S. dollar
Year-over-year % change**, quarterly, USD major currencies index

2Q17: 
3.92%

S&P 500 revenues 
U.S. 56%
International 44%Eq

ui
tie

s Forecast 
assumes 
no change 
in USD

1Q17*: 
$28.81

S&P consensus analyst estimates

1Q17*: 
$1.17
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Emerging markets: 
A more temperate 
climate
EM GROWTH ALPHA: WARMING UP  
page 9

EM INFLATION: COOLING DOWN 
page 10

• EM assets largely outperformed their DM counterparts in 2016 
and continued to do so through the first half of 2017. This has 
been driven by the warming up of EM growth, especially relative 
to that of DM, and by the cooling of inflation.

• As a result, the EM earnings outlook is brightening. Additionally, 
despite the run we have seen over the past year and a half, 
valuations continue to remain attractive. These factors point to a 
favorable environment for EM equities over the next few years. 
On the fixed income side, lower inflation levels provide select 
opportunities in local fixed income.

• External and domestic challenges remain, but EM economies are 
now in a better position to deal with these.

|GTM – U.S.
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Source: FactSet, MSCI, Consensus Economics, J.P. Morgan Asset Management. 
“Growth differential” is consensus estimates for EM growth in the next 12 months minus consensus estimates for DM growth in the next 12 months, 
provided by Consensus Economics. *Consensus expectations as of May 31, 2017.
Guide to the Markets – U.S. Data are as of June 30, 2017.

Emerging market equities 52

EM vs. DM growth
Monthly, consensus expectations for GDP growth in 12 months*

EM earnings by region
EPS for next 12-month consensus, U.S. dollar, rebased to 100

In
te

rn
at

io
na

l

DM growth
EM growth
Growth differential

MSCI EM weights Current
Asia 73.1%
EMEA 14.6%
Latin America 12.3%

-3%

-2%

-1%

0%

1%

2%

3%

4%

5%

6%

7%

'96 '98 '00 '02 '04 '06 '08 '10 '12 '14 '16

|GTM – U.S.

45

Global inflation

Source: Federal Reserve, Statistics Canada, UK Office for National Statistics (ONS), Eurostat, Melbourne Institute, Japan Ministry of Internal Affairs 
& Communication, National Bureau of Statistics China, Statistics Indonesia, Korean National Statistical Office, DGBAS, India Ministry of Statistics & 
Programme Implementation, Bank of Mexico, Goskomstat of Russia, IBGE, FactSet, J.P. Morgan Asset Management.
Heatmap colors are based on z-score of year-over-year inflation rate relative to five year history, for the time period shown. 
Guide to the Markets – U.S. Data are as of June 30, 2017.

Year-over-year headline inflation by country and region
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Global

Developed Markets

Emerging Markets

U.S.

Canada

UK

Euro Area

Germany

France

Italy

Spain

Greece

Ireland

Australia

Japan

China

Indonesia

South Korea

Taiwan

India

Mexico

Russia

Brazil

1.5% 1.5% 1.6% 1.4% 1.4% 1.6% 1.6% 1.9% 1.7% 1.6% 1.6% 1.6% 1.6% 1.5% 1.5% 1.7% 1.9% 1.9% 2.1% 2.5% 2.3% 2.1% 2.2% 2.0%

0.6% 0.6% 0.6% 0.3% 0.5% 0.7% 0.8% 0.9% 0.6% 0.5% 0.6% 0.5% 0.6% 0.6% 0.7% 0.9% 1.1% 1.2% 1.6% 2.0% 2.2% 1.9% 2.0% 1.7%
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Source: J.P. Morgan Asset Management; (Top left) BEA; (Top and bottom right, bottom left) Census Bureau, FactSet.
Capital goods orders deflated using the producer price index for capital goods with a base year of 2009. *May figure is based on May 2017 Advance 
Report.
SA – seasonally adjusted. 
Guide to the Markets – U.S. Data are as of June 30, 2017.
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Light vehicle sales
Millions, seasonally adjusted annual rate

Average: 15.6

May 2017:
16.6

May 2017:
1,092

Housing starts
Thousands, seasonally adjusted annual rate

Average: 1,310

Real capital goods orders
Non-defense capital goods orders ex-aircraft, USD billions, SA

Average: 62.5

May 2017*:
57.8

Manufacturing and trade inventories
Days of sales, seasonally adjusted

Apr. 2017: 
41.7
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Source: Guide to the Markets – U.S. 3Q 2017, page 20

Both auto sales and housing starts 
are now being limited by a lack of 
remaining pent-up demand.

Business spending also appears 
soft, reflecting high inventory 
levels and lackluster capital  
goods orders.

OVERVIEW

• Following last November’s election, 
many expected the U.S. to see a 
pickup in economic growth in 2017, 
fueled by higher consumer and 
business confidence and fiscal 
stimulus from the new administration.

• This acceleration has not 
materialized. Moreover, inflation has 
also run lower than expectations since 
the start of the year.

• Both real growth and inflation should 
rise modestly over the next few 
quarters. However, both should 
remain below earlier expectations.
This could restrain increases in long-
term interest rates despite Fed 
tightening and also limit gains in 
corporate earnings, underscoring the 
importance of global diversification.

1 Failure to launch

CYCLICAL SECTORS ARE IMPEDING STRONGER GROWTH

Last November’s election saw Republicans gain control of both the White House and 
Congress. Many had assumed that this would quickly result in fiscal stimulus boosting 
economic growth. However, for a variety of reasons, promised fiscal stimulus has been slow 
to materialize.

In addition, the age of the economic expansion (now in its ninth year) appears to be  
sapping its vitality. Very tight labor markets are restraining job gains. In addition, auto sales 
and housing starts appear to be close to a cyclical peak, inventories still look elevated and 
capital goods orders have been lackluster, all dragging on economic growth. 

• Auto sales slipped in both the first and second quarters as pent-up demand appears to 
have been satiated. Housing starts remain below their 20-year average but tighter lending 
conditions since the financial crisis may make that average unachievable or, at least, 
unsustainable going forward.

• On the business side, inventory-sales ratios have fallen in recent months but still appear 
high relative to recent history. Meanwhile, despite higher business confidence, capital 
goods orders remain lackluster.

• This lack of private sector demand, combined with weakness in government spending 
restrained real GDP growth to just 1.2% annualized in the first quarter and may have held 
it below 2.0% in the second. Growth should accelerate modestly later this year, reflecting 
stronger investment and government spending. However, absent significant fiscal 
stimulus, growth is unlikely to trend above 2.0% over the next two years.
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Source: Guide to the Markets – U.S. 3Q 2017, page 27

Inflation hit a temporary peak  
in early 2017, reflecting higher 
energy prices.

Since then a relapse in energy 
prices and lower cellular costs 
have pushed year-over-year 
inflation back below 2%.

|GTM – U.S.

27

Inflation

Source: BLS, FactSet, J.P. Morgan Asset Management.
CPI used is CPI-U and values shown are % change vs. one year ago. Core CPI is defined as CPI excluding food and energy prices. The 
Personal Consumption Expenditure (PCE) deflator employs an evolving chain-weighted basket of consumer expenditures instead of the fixed-
weight basket used in CPI calculations.
Guide to the Markets – U.S. Data are as of June 30, 2017.

CPI and core CPI
% change vs. prior year, seasonally adjusted

Ec
on

om
y

50-yr. avg. May 2017

Headline CPI 4.1% 1.9%

Core CPI 4.1% 1.7%

Food CPI 4.1% 0.9%

Energy CPI 4.3% 5.4%

Headline PCE deflator 3.6% 1.4%

Core PCE deflator 3.5% 1.4%

27

INVESTMENT IMPLICATIONS

• Weaker than expected numbers on 
growth and inflation and a lack of 
fiscal stimulus so far have depressed 
long-term interest rates in early 2017.  

• We expect both growth and inflation 
to pick up modestly later this year but 
to remain below earlier expectations.

• Despite this, we expect long-term 
interest rates to rise in response to 
Fed tightening. On the equity side, 
earnings could be restrained by low 
nominal GDP growth, highlighting the 
importance of global diversification 
for U.S. investors.

INFLATION HAS SOFTENED IN RECENT MONTHS

In February, inflation, as measured by the year-over-year change in the personal 
consumption deflator, pushed above 2% for the first time in almost six years, reflecting 
steady gains in core inflation and rebounding energy prices.

Since then, energy prices have drifted down while more competitive consumer cellular 
prices have reduced core inflation. However, although this may postpone another run at 
the 2% target until 2018, it does not appear to have dissuaded the Federal Reserve from a 
path of slow but steady monetary tightening. 

• Consumer inflation pushed above 2% year-over-year in early 2017, boosted by higher 
energy prices and rising core inflation.

• Since then, falling cellular service prices and a renewed slump in energy prices have 
pushed inflation lower.

• Despite low inflation, the Federal Reserve is likely to continue its monetary policy 
normalization in order to ward off asset bubbles and to increase its ability to stimulate 
through interest rate cuts if growth slows too much.
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Source: Federal Reserve, FactSet, J.P. Morgan Asset Management.
*Balance sheet reduction assumes reduction from current level, beginning October 2017 and lasting four years, concluding in October 2021. 
Reduction of Treasuries and MBS is per FOMC guidelines from the June 2017 meeting minutes: Treasury securities will be reduced $6 billion per 
month initially and reduction rate will increase in steps of $6 billion at three-month intervals over 12 months until reaching $30 billion per month; MBS 
will be reduced $4 billion per month initially and reduction rate will increase in steps of $4 billion at three-month intervals over 12 months until 
reaching $20 billion per month; Other assets are reduced in proportion. Forecasts do not take into account months where maturing assets do not 
exceed the stated cap nor do they consider the reinvestment of principal or interest repayment in excess of the stated cap.
Guide to the Markets – U.S. Data are as of June 30, 2017.

The Federal Reserve balance sheet
USD trillions

Balance sheet reduction scenario
(current balance sheet = $4.460 trillion)

Beginning 
balance ($ trillion)

End balance 
($ trillion)

Treasuries $2.465 $1.170

MBS $1.770 $0.929

Treasuries

MBS

Other

Dec. 2008:
QE1 begins

Jun. 2010:
End of QE1; 

balance sheet 
stands at $2.1T 

Oct. 2014:
End of QE3; 
balance sheet 
stands at $4.5T

Nov. 2010:
QE2 begins

Jun. 2011:
End of QE2; 
balance sheet 

stands at $2.8T
Sep. 2012:
QE3 begins

Jan. 2014:
Tapering of 

purchases begins

The Federal Reserve balance sheet
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Forecasted reduction*
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Source: Guide to the Markets – U.S. 3Q 2017, page 33

OVERVIEW

• The Federal Reserve (Fed) will likely 
continue to tighten monetary policy 
throughout 2017 and into 2018. 

• While this pace is still relatively slow 
in an historical context, it signals that 
the economy is strong and can handle 
a more normal level of interest rates.

• As U.S. monetary policy gradually 
tightens, this should push bond yields 
higher. This rising rate environment is 
even more challenging, however, due 
to the high level of duration in U.S. 
bond markets. 

2

The Fed is going to start slowly 
selling off its balance sheet 
beginning in late 2017.

The reduction in the balance sheet 
is likely to start off slow but it 
will speed up once investors have 
adjusted.

Reducing a balance sheet of this 
size has not been done before and 
investors should expect bumps 
along the way. 

Healthy normalization: Putting rising rates into 
historical perspective

THE TIGHTENING CYCLE IN THE U.S. CONTINUES
Increasing U.S. growth and firming inflation, combined with relatively stable global 
conditions, should allow the Fed to continue to tighten monetary policy. 

Although three rate hikes per year seems fast compared to one per year for the last two 
years, this pace of increases is actually significantly slower than the pace realized in the 
past five rate-hiking cycles. However, this cycle will also involve reducing the size of the 
balance sheet, which is a wildcard for investors. 

• The Fed will look to tighten monetary policy by reducing the size of the balance sheet, 
likely beginning in late 2017. The plan is to reduce the balance sheet gradually at first 
before ramping up the selling as investors adjust. 

• Ultimately, the Fed shifting from being a net buyer of bonds to being a net seller is likely 
to result in yields moving gradually higher as the pace of selling increases.  
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The Developed Market Government Bond Index is the Bank of America/Merrill Lynch Global Government Index. Duration measures the sensitivity of 
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Guide to the Markets – U.S. Data are as of June 30, 2017.

Bond market dynamics

Breakdown of DM government bonds by yield

Yield curve
U.S. Treasury yield curve
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Source: Guide to the Markets – U.S. 3Q 2017, page 34

Yields are likely to move higher  
in the U.S. as the Fed raises  
rates and reduces the size of the 
balance sheet.

The U.S. 10-year yield is higher 
than approximately 90% of other 
developed market government 
bonds. 

We expect foreign buying of U.S. 
fixed income to continue to mean 
that yields will slowly grind higher.

INVESTMENT IMPLICATIONS

• The U.S. economy continues to 
strengthen, and the Federal Reserve 
has increased the pace of rate hikes. 
This signals the central bank’s belief 
in the U.S. recovery’s ability to handle 
more normal levels of interest rates.

• Fixed income investing will require 
creativity and flexibility this year, as 
investors must navigate the difficult 
combination of rising interest rates 
and a low-yield environment.

• As long-term rates rise gradually in 
an improving economy, credit is more 
attractive than duration. However, 
high quality fixed income is still an 
important ballast for a portfolio held 
for diversification and volatility 
buffering.

YIELDS SHOULD SLOWLY RISE

Tighter U.S. monetary policy via rate hikes and balance sheet reduction should see  
yields gradually rise in the U.S. This will be a painful period of adjustment for fixed  
income investors. 

The dynamics of the bond market, however, add another layer of complexity for fixed 
income investors. Duration of the U.S. bond market is at record highs. However, a large 
amount of international investors are also shopping in U.S. markets, which keeps a lid  
on yields.

• Monetary policy in the U.S. is beginning to tighten, which is likely to put upward pressure 
on yields in the U.S. at both the short end and toward the longer end of the curve.

• As monetary policy does tighten, there is the added complication of the historically high 
level of duration within the U.S. bond market. This means that U.S. bonds are highly 
sensitive to changes in interest rates.

• However, one important dynamic in the U.S. is the extent to which international capital 
is being attracted to the country by the higher yields on offer from U.S. Treasuries vs. 
international markets. Until these international shoppers return home, yields should 
slowly grind higher. 
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Source: FactSet, Russell Investment Group, Standard & Poor’s, J.P. Morgan Asset Management.
All calculations are cumulative total return, including dividends reinvested for the stated period. Since Market Peak represents period 10/9/07 – 6/30/17, 
illustrating market returns since the S&P 500 Index high on 10/9/07. Since Market Low represents period 3/9/09 – 6/30/17, illustrating market returns 
since the S&P 500 Index low on 3/9/09. Returns are cumulative returns, not annualized. For all time periods, total return is based on Russell style 
indexes with the exception of the large blend category, which is based on the S&P 500 Index. Past performance is not indicative of future returns. 
*Timeframe of average valuation decreased from 20 to 15 years because of a discontinued data series. The new data series is bottom-up calculation 
based on the most recent S&P 500 Index price, divided by consensus estimates for earnings in the next 12 months (NTM), and is provided by FactSet
Market Aggregates.
Guide to the Markets – U.S. Data are as of June 30, 2017.

Returns and valuations by style 8
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One might have expected that  
large cap value would outperform 
given the decline in interest rates 
and the U.S. dollar, but growth 
stocks and smaller companies 
were the better performers in the 
second quarter.

With valuations looking a bit 
expensive across the board, 
security and sector selection will 
be increasingly important through 
the end of the year.

Given our view that rates will 
gradually rise and the dollar will 
remain range-bound, we expect 
that growth stocks, and more 
broadly the cyclical parts of the 
equity market, will outperform in 
the second half of the year.

OVERVIEW

• The second quarter saw a 
continuation of many of the themes 
observed during the first three 
months of the year. 

• Equities in aggregate continued their 
upward ascent; beneath the surface, 
growth outperformed value, small 
caps outperformed large caps and 
cyclicals outperformed defensives.

• Most of the policy-related trades have 
been “priced out” of the market; this 
leaves equities less vulnerable to a 
sharp pullback on the back of policy 
disappointment, and increases the 
importance of earnings in driving 
returns.

The answer lies in earnings

NOT THE OUTCOME YOU MIGHT HAVE EXPECTED

The U.S. equity market continued to push higher in the second quarter, driven by the 
combination of a weaker U.S. dollar and lower interest rates, healthier U.S. economic data, 
a belief that the Fed will continue to normalize monetary policy at a gradual pace and 
impressive 1Q earnings results. The combination of these factors led to a net easing  
of financial conditions, which, along with continued improvement in the fundamentals, 
provided support for stocks to rise.

• Both interest rates and the U.S. dollar declined in the second quarter, leading to easier 
financial conditions. Not only did this provide a supportive backdrop against which 
equities could move higher, but the decline in the U.S. dollar helped alleviate any 
remaining pressure on foreign revenues and earnings.

• Normally, lower rates and a weaker U.S. dollar would suggest that large cap value stocks 
should outperform. However, this was not the case in 2Q. Rather, growth continued to 
outperform value on the back of very strong performance from the technology sector  
and small caps recovered from early losses to finish the quarter about flat relative to their 
large cap brethren.

• Furthermore, one would expect lower interest rates to benefit higher-income, defensive 
sectors, but following a pullback at the beginning of the quarter, cyclical stocks finished on 
top. As was the case in the battle of the styles, part of this outperformance was driven by 
technology stocks, but these sectors were also beneficiaries of healthier economic growth 
and a continued recovery in earnings.

3
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Source: Guide to the Markets – U.S. 3Q 2017, page 7

Earnings growth is back, and 
although we expect the pace of 
growth to moderate over the 
remainder of the year, positive 
earnings growth should provide 
support for equities to continue  
to rise.

Policy changes, such as less 
regulation or tax reform, would 
be a pleasant surprise if they were 
to occur this year. However, policy 
expectations have been priced out 
of the market, reducing the risk 
that political disappointment  
leads to a sharp decline in the 
stock market.

Moderate earnings growth should 
lead to moderate returns from U.S. 
equities this year. While further 
multiple expansion is not our base 
case, a further rise in confidence 
and multiples would create a nice 
tailwind for the asset class.

INVESTMENT IMPLICATIONS

• Given our expectation for a gradual 
rise in interest rates and a contained 
U.S. dollar, we expect that smaller 
companies and growth stocks should 
perform well in the second half  
of 2017.

• With most policy expectations priced 
out of the market, any positive 
developments with respect to 
deregulation or tax reform should 
provide a boost to corporate profits 
and stock prices. 

• Although the pace of earnings growth 
may slow over the remainder of the 
year, we expect that earnings growth 
will be positive, and provide a 
fundamental support for further stock 
price appreciation.

|GTM – U.S.
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S&P Index Alert.
EPS levels are based on operating earnings per share. Earnings estimates are Standard & Poor’s consensus analyst expectations. Past performance is 
not indicative of future returns. Currencies in the Trade Weighted U.S. Dollar Major Currencies Index are: British pound, euro, Swedish krona, Australian 
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earnings estimates for the remaining companies. **Year-over-year change is calculated using the quarterly average for each period. USD forecast 
assumes no change in the U.S. dollar from its June 30, 2017 level. 
Guide to the Markets – U.S. Data are as of June 30, 2017.

Corporate profits 7

S&P 500 earnings per share
Index quarterly operating earnings

Energy sector earnings
Energy sector contribution to S&P 500 EPS, quarterly

U.S. dollar
Year-over-year % change**, quarterly, USD major currencies index

2Q17: 
3.92%

S&P 500 revenues 
U.S. 56%
International 44%Eq
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no change 
in USD

1Q17*: 
$28.81

S&P consensus analyst estimates

1Q17*: 
$1.17

POLICY IS OUT, EARNINGS ARE IN

The second quarter saw a decline in expectations around policy changes in Washington. 
The equity market priced these expectations out accordingly, but this did not seem to 
impact overall market performance. Furthermore, a reduction in expectations around 
changes in policy reduces the probability that political disappointment leads to a sharp 
pullback in the equity market. With these expectations now more moderate, the trajectory 
of future stock market performance will be a function of earnings.

• The first quarter of 2017 saw earnings rise by approximately 20% from a year prior, with 
nearly all the S&P 500 sectors – except for real estate and telecommunications – showing 
positive earnings growth. 

• Our view is that earnings growth should remain in positive territory going forward, but 
decelerate from the very robust level seen over the past few quarters. However, the risk 
here is to the upside – with margins looking healthy, an acceleration in revenues could 
lead to stronger earnings growth than is currently expected. 

• Finally, there is still room for policy changes to contribute to earning growth. While 
deregulation and tax reform are increasingly looking like topics for 2018, both of these 
developments would provide a boost to earnings. 
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Source: FactSet, MSCI, Consensus Economics, J.P. Morgan Asset Management. 
“Growth differential” is consensus estimates for EM growth in the next 12 months minus consensus estimates for DM growth in the next 12 months, 
provided by Consensus Economics. *Consensus expectations as of May 31, 2017.
Guide to the Markets – U.S. Data are as of June 30, 2017.

Emerging market equities 52
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EM earnings by region
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The difference between EM and  
DM growth steadily shrank after 
the peak of the commodity boom  
in 2011. 

This dynamic is now changing, as 
EM growth picks up and DM growth 
remains largely range bound. 

The improvement in the economic 
outlook has fed through to a 
broad-based pickup in earnings 
expectations, a key support for 
EM equities in addition to still 
attractive valuations.

OVERVIEW

• EM assets largely outperformed their 
DM counterparts in 2016 and 
continued to do so through the first 
half of 2017. This has been driven by 
the warming up of EM growth, 
especially relative to that of DM, and 
by the cooling of inflation.

• As a result, the EM earnings outlook is 
brightening. Additionally, despite the 
run we have seen over the past year 
and a half, valuations continue to 
remain attractive. These factors point 
to a favorable environment for EM 
equities over the next few years. On 
the fixed income side, lower inflation 
levels provide select opportunities in 
local fixed income.

• External and domestic challenges 
remain, but EM economies are now in 
a better position to deal with these.

4 Emerging markets: A more temperate climate

EM GROWTH ALPHA: WARMING UP 

Emerging markets (EM) will almost always grow faster than developed markets (DM); 
however, the crucial driver for EM performance is “how much faster?” Since the peak of 
the commodity supercycle a few years ago, the gap between EM and DM economic growth 
steadily shrank, narrowing from a high after the financial crisis of 3.5% to just 1.4% in 
early 2015.

• Starting in 2016, consensus expectations have pointed to an improvement in the EM 
growth alpha over the next 12 months. This is due to the parting of dark clouds that had 
been hanging over EM over the past few years, such as falling commodity prices, a rising 
dollar and fears around a Chinese “hard landing.” 

• The outlook for warmer days ahead has resulted in a marked improvement in the EM 
earnings outlook. This has occurred across all the main regions and has broadened 
out to include a multitude of sectors. In addition to the earnings growth potential over 
the next few years, EM equities are still attractively valued, suggesting that multiple 
expansion can also be a tailwind for future EM returns.

• While faster rate hikes from the Federal Reserve may place some upward pressure on 
the U.S. dollar and yields, EM economies now have better tools to weather these storms. 
These include cheaper currencies, smaller current account deficits and more stable 
growth as a result of some structural reforms.
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Source: Guide to the Markets – U.S. 3Q 2017, page 45

Inflation is at last warming up in 
many developed markets to the 
relief of their central banks but not 
of fixed income investors.

The dynamic is more nuanced 
in emerging markets, with 
commodity exporting countries 
having had to deal with above 
target inflation for a few years.

Inflation is finally cooling in these 
EM “highflation” countries, a relief 
for their central banks and an 
opportunity for investing in their 
local bonds.

INVESTMENT IMPLICATIONS

• The worst is likely over for EM 
economies and assets, as EM growth 
picks up compared to DM and 
inflation decreases in “highflation” 
countries.

• The outlook looks particularly 
encouraging for EM equities, as better 
growth translates into better earnings 
and valuations continue to remain 
attractive on both an historical and 
relative basis. In addition, select 
opportunities exist in local currency 
fixed income as cooling inflation 
translates into interest rate cuts from 
certain central banks.

• Active management will continue to 
be crucial when investing in EM 
equities, fixed income and currencies, 
as different countries and sectors are 
driven by varying factors. 
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Global inflation

Source: Federal Reserve, Statistics Canada, UK Office for National Statistics (ONS), Eurostat, Melbourne Institute, Japan Ministry of Internal Affairs 
& Communication, National Bureau of Statistics China, Statistics Indonesia, Korean National Statistical Office, DGBAS, India Ministry of Statistics & 
Programme Implementation, Bank of Mexico, Goskomstat of Russia, IBGE, FactSet, J.P. Morgan Asset Management.
Heatmap colors are based on z-score of year-over-year inflation rate relative to five year history, for the time period shown. 
Guide to the Markets – U.S. Data are as of June 30, 2017.

Year-over-year headline inflation by country and region
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0.0% 0.1% 0.0% -0.1% -0.1% 0.1% 0.2% 0.3% 0.3% 0.5% 0.3% 0.3% 0.5% 0.6% 0.6% 1.0% 0.9% 1.2% 1.6% 1.8% 2.3% 2.3% 2.7% 2.9%

0.2% 0.2% 0.1% -0.1% 0.1% 0.1% 0.2% 0.3% -0.2% 0.0% -0.2% -0.1% 0.1% 0.2% 0.2% 0.4% 0.5% 0.6% 1.1% 1.8% 2.0% 1.5% 1.9% 1.4%

0.2% 0.1% 0.1% -0.1% 0.2% 0.2% 0.2% 0.4% -0.2% 0.1% -0.3% 0.0% 0.2% 0.4% 0.3% 0.5% 0.7% 0.7% 1.7% 1.9% 2.2% 1.5% 2.0% 1.4%

0.3% 0.2% 0.1% 0.1% 0.2% 0.1% 0.3% 0.3% -0.1% -0.1% -0.1% 0.1% 0.3% 0.4% 0.4% 0.5% 0.5% 0.7% 0.8% 1.6% 1.4% 1.4% 1.4% 0.9%

0.2% 0.3% 0.4% 0.2% 0.3% 0.2% 0.1% 0.4% -0.2% -0.2% -0.4% -0.3% -0.3% -0.2% -0.2% 0.1% -0.2% 0.1% 0.5% 1.0% 1.6% 1.4% 2.0% 1.6%

0.0% 0.0% -0.5% -1.1% -0.9% -0.4% -0.1% -0.4% -1.0% -1.0% -1.2% -1.1% -0.9% -0.7% -0.3% 0.0% 0.5% 0.5% 1.4% 2.9% 3.0% 2.1% 2.6% 2.0%

-1.1% -1.3% -0.4% -0.8% -0.1% -0.1% 0.4% -0.1% 0.1% -0.7% -0.4% -0.2% 0.2% 0.2% 0.4% -0.1% 0.6% -0.2% 0.3% 1.5% 1.4% 1.7% 1.6% 1.5%

0.4% 0.2% 0.2% -0.1% -0.1% -0.1% 0.2% 0.0% -0.2% -0.6% -0.2% -0.2% 0.1% 0.1% -0.4% -0.3% -0.4% -0.2% -0.2% 0.2% 0.3% 0.6% 0.7% 0.0%

1.5% 1.6% 1.7% 1.9% 1.8% 1.8% 2.0% 2.3% 2.1% 1.7% 1.5% 1.0% 1.5% 1.0% 1.2% 1.3% 1.5% 1.5% 1.8% 2.1% 2.1% 2.2% 2.6% 2.8%

0.4% 0.2% 0.2% 0.0% 0.2% 0.3% 0.1% -0.1% 0.2% 0.0% -0.3% -0.4% -0.3% -0.5% -0.5% -0.5% 0.2% 0.5% 0.3% 0.5% 0.2% 0.2% 0.4% 0.4%

1.4% 1.6% 2.0% 1.6% 1.3% 1.5% 1.6% 1.8% 2.3% 2.3% 2.3% 2.0% 1.9% 1.8% 1.3% 1.9% 2.1% 2.3% 2.1% 2.5% 0.8% 0.9% 1.2% 1.5%

7.3% 7.3% 7.2% 6.8% 6.2% 4.9% 3.4% 4.1% 4.4% 4.4% 3.6% 3.3% 3.5% 3.2% 2.8% 3.1% 3.3% 3.6% 3.0% 3.5% 3.8% 3.6% 4.2% 4.3%

0.7% 0.7% 0.7% 0.5% 0.8% 0.8% 1.1% 0.6% 1.1% 0.8% 1.0% 0.8% 0.7% 0.4% 0.5% 1.3% 1.5% 1.5% 1.3% 2.0% 1.9% 2.2% 1.9% 2.0%

-0.6% -0.6% -0.4% 0.3% 0.3% 0.5% 0.1% 0.8% 2.4% 2.0% 1.9% 1.2% 0.9% 1.2% 0.6% 0.3% 1.7% 2.0% 1.7% 2.2% -0.1% 0.2% 0.1% 0.6%

5.4% 3.7% 3.7% 4.4% 5.0% 5.4% 5.6% 5.7% 5.3% 4.8% 5.5% 5.8% 5.8% 6.1% 5.0% 4.4% 4.2% 3.6% 3.4% 3.2% 3.7% 3.9% 3.0% 2.2%

2.9% 2.7% 2.6% 2.5% 2.5% 2.2% 2.1% 2.6% 2.9% 2.6% 2.5% 2.6% 2.5% 2.7% 2.7% 3.0% 3.1% 3.3% 3.4% 4.7% 4.9% 5.4% 5.8% 6.2%

15.3% 15.6% 15.8% 15.7% 15.6% 15.0% 12.9% 9.8% 8.1% 7.3% 7.3% 7.3% 7.5% 7.2% 6.8% 6.4% 6.1% 5.8% 5.4% 5.0% 4.6% 4.3% 4.1% 4.1%

8.9% 9.6% 9.5% 9.5% 9.9% 10.5% 10.7% 10.7% 10.4% 9.4% 9.3% 9.3% 8.8% 8.7% 9.0% 8.5% 7.9% 7.0% 6.3% 5.4% 4.8% 4.6% 4.1% 3.6%

EM INFLATION: COOLING DOWN 

After years of subdued inflation in developed markets, prices are heating up, a development 
that is cheered by central banks but that creates a more challenging backdrop for DM fixed 
income investing. The story in emerging markets is a bit more nuanced, as commodity 
exporting countries recently saw a period of above target inflation, while manufacturing 
exporters have had more controlled inflation levels.  

• Many commodity exporters saw their inflation levels shoot up from 2014 to 2016 due to 
significant currency depreciation causing imports to become increasingly expensive. In 
addition, an El Niño-driven shock to agricultural prices last year also pushed up inflation  
in some countries. Lastly, certain countries’ price indexation mechanisms created a  
vicious cycle.

• The good news is that more currency stability, lower food prices and better fiscal discipline 
have helped to cool inflation in these “highflation” countries since mid-2016.

• With lower inflation levels, these countries’ central banks are now able to cut interest rates 
from high levels. This is a more growth friendly environment and also a positive backdrop 
for investing in these local currency bonds. 
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