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 Recovery is underway and gaining momentum
 Strong headwinds continue to slow recovery
 Still facing a long road back

5

Hangover from financial crisis
 Restrained credit growth
 Eurozone’s sovereign debt and banking crisis

Depressed confidence
 Congress debt ceiling debacle, S&P downgrade, 

"Super Committee” failure 

 Business spending and hiring “on hold”
Housing woes
 Distressed sales
 Falling prices

 Population mobility – lowest since 1948
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No longer bouncing along the bottom
 Acceleration as 2011 comes to an end

Measures showing improvement
 Wages
 Employment
 Consumer spending
 Housing markets
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 Jumped by 5.7% in 2011Q1
 In 2009Q1, wages fell nearly 2%

 Inflation-adjusted wages remain 2% below 
their peak
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Grew by 1.9% Y/Y through September
 6,800 new jobs – all private sector
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 Consumers still facing a long list of negatives 
 but spending anyway

 Retail sales up 9.1% through October (Y/Y)
 Led by grocery stores and motor vehicles

 Restaurant & bar sales have fully recovered
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 Positives
 Housing affordability at record highs
 Pent-up demand is increasing

Negatives
 Credit access still hard
 Foreclosures high and huge backlog
 Half of AZ homeowners with mortgages have 

negative equity
 Massive overhang of empty homes
 Household formation at decades low
 Employment growth is slow

21

 Existing homes sales are headed higher
 Strong investor demand

 Inventories very lean
 5-month supply in TUS 

 Foreclosures notices down 15% this year
 but still high

Delinquency rates still very high, over 10%
 Prices are still falling
 Little construction of new units
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 Recovery in AZ is strengthening
 No longer bouncing along the bottom
 Most measures showing improvement
 Acceleration as 2011 comes to an end
 Still fragile, a lot of ground to make up

36
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 Pace of recovery should accelerate into 2012 
and beyond
 Slow by historical standards, restrained by
 Housing markets
 Reduced mobility of population
 Lack of confidence
 Cautious spending and hiring
 Drag from public sector

 By 2015, damage from recession will be 
repaired

On the road and making progress…

37

Managing Director & Chief Economist
J.P. Morgan Private Wealth Management
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Source: Bureau of Economic Analysis. Data as of Q2 2011.
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Past performance is no guarantee of future results. 
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Source: Federal Reserve Board. Data as of October 2011.

US Trade Weighted Dollar

Past performance is no guarantee of future results.
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Past performance is no guarantee of future results. 

Key Chinese rates

8%

10%

12%

14%

16%

18%

20%

22%

2006 2007 2008 2009 2010 2011

Percent

2%

3%

4%

5%

6%

7%

8%

2006 2007 2008 2009 2010

Percent

1 year lending rate

1 year deposit rate

Source: The People’s Bank of China. Data as of June 2011.

Source: Bureau of Economic Analysis, Eurostat, Economic and Social Research Institute, and JP Morgan. Data as of Q2 2011.

0

0.1

0.2

0.3

0.4

0.5

0.6

0.7

0.8

0.9

United States Japan China

Correlations, from 1995 to present

Real GDP Correlations of the European Monetary Union vs. U.S., Japan, and China

0x

5x

10x

15x

20x

25x

30x

35x

'52 '55 '58 '61 '64 '67 '70 '73 '76 '79 '82 '85 '88 '91 '94 '97 '00 '03 '06 '09

Source: BEA, Federal Reserve Board, Wilshire Associates, J.P. Morgan Asset Management.

Data are as of 9/30/11.

Lagged P/E Ratio – All U.S. Corporations
Ratio of Market Value of All U.S. Corporations to Adjusted After-Tax Corporate Profits for Prior Four Quarters

Avg. During Recessions: 
12.7x

Avg. During 
Expansions: 13.9x

Sep. 30, 2011: 10.6x

Avg. During Recessions 12.7x

Avg. During Expansions 13.9x

September 30, 2011 10.6x

P/E Ratios

We are currently facing oversized volatility and uncertainty. For this reason, we believe that stocks are 
attractively priced from a historical perspective. Even if we go into a recession, stocks are still attractive and 
if we muddle through and don’t go into a recession they are even more attractive. Prices should gravitate to 
fairer values when the outsized degree of uncertainty lifts. 
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The degree of uncertainty extends to corporate behavior.  Huge amounts of cash are sitting on corporate 
balance sheets while dividend payouts are hovering at low levels.   A reduction of uncertainty and an increase 
in business sentiment would unleash animal spirits and lead to faster employment growth and faster economic 
growth.  The problem is that achieving this state of nirvana will not be easy. 
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It is not possible to invest directly in an index.

Please see definitions of indices on pages 12 and 13 for more information.

Past performance is not indicative of future results.

Although volatility is very unpleasant, the record shows that stocks can go up even during periods of elevated 
volatility. 

Intra-year Declines vs. Calendar Year Returns
Despite average intra-year drops of 14.3%, annual returns positive in 24 of 31 years
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Past performance is not indicative of future results.

Almost by any metric one uses --- it appears that a bubble in long-term Treasury yields has been induced by 
the Fed’s Quantitative Easing and Operation Twist strategies should unwind at some point.   This is a trend 
that will not last over the life of these long-term securities. 
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Another ominous trend is that the United States is losing some control over its long-term destiny given the 
growing share of foreign ownership of its Treasury securities.  It is hard to believe that the U.S. influence 
will remain as dominant as it once was if this trend persists.

Source: J.P. Morgan Asset Management, U.S. Treasury Department TIC. 

Data reflects most recently available information as of 9/30/11, published 
by the U.S. Treasury in April 2011 for the period ending 6/30/10. Based on 
long-term marketable securities less bills outstanding.
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Source: J.P. Morgan Asset Management, U.S. Treasury Department TIC. 
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Data on this page are updated annually each June to reflect revisions by 
Treasury.

Data are as of July 2011.  
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If no U.S. recession occurs, the wide spread between returns and default rates in this high yield corporate 
bond space is likely to remain favorable and continue to offer an attractive rate of return. 
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HY Defaults 4.3% 1.2%
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Past performance is not indicative of comparable future results.
High yield bonds are speculative non-investment grade bonds that have a higher risk of default or other adverse credit events 
which are appropriate for high risk investors only. 

Despite the need for careful diversification and portfolio selection, municipal bond yields continue to offer 
an attractive rate of return relative to U.S. Treasuries. 
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It is not possible to invest directly in an index. 

Please see definitions of indices on pages 12 and 13 for more information.

Past performance is not indicative of future results.

Emerging Market debt is becoming much more attractive relative to Developed Market debt.   With this 
theme in mind, considering a well diversified portfolio of emerging market debt should pay off in 2012. 

EM & DM Gross Debt to GDP

Developed

Emerging

Source: J.P. Morgan, IMF, MorganMarkets, FactSet, J.P. Morgan Asset Management. 
Past performance is not indicative of comparable future results.
Data are as of 9/30/11.
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Oil and Grain demand is becoming more heavily influenced by the economic health of Emerging Markets than 
ever before.  So watch Emerging Market growth trends for clues to the path of these markets. 
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Source: Dow Jones/UBS, FactSet, J.P. Morgan Asset Management. Commodity 
prices represented by the appropriate DJ/UBS Commodity sub-index.

Source: USDA, BP Statistical Review of World Energy, J.P. Morgan Asset 
Management.

Data are as of 9/30/11.Data reflect most recently available as of 9/30/11.
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Yes, Gold has come a long way, but on an inflation adjusted basis, prices still can move higher.  But to 
incorporate the sizable nominal price increases seen over the past couple of years, it may be advisable to 
purchase gold using instruments that offer downside protection buffers. 

Year Troy Ounces Total Value

2000 83.3 mm $23 bn

2001 83.6 mm $23 bn

2002 82.0 mm $25 bn

2003 81.7 mm $30 bn

2004 77.8 mm $32 bn

2005 79.4 mm $35 bn

2006 76.2 mm $46 bn

2007 75.9 mm $53 bn

2008 73.6 mm $64 bn

2009 78.8 mm $77 bn

World Gold Production
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Sep. 2011: 
$318.99
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$1,620.00

Jan. 1980:            
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Gold, Inflation adjusted
Gold

Source: (Left chart) EcoWin, BLS, U.S. Department of Energy, FactSet, J.P. Morgan Asset Management. (Right table) U.S. Geological 
Survey, World Gold Council, J.P. Morgan Asset Management. Consumer Price Index adjusted gold values are calculated using month 
averages of gold spot prices divided by the CPI value for that month. CPI is rebased to 100 at the start of the chart.
Data reflect most recently available as of 9/30/11.

Professor Emeritus of Economics
Thomas R. Brown Professor

in Economics Education

Countries caught between a 
rock and a hard place

 United States is currently 
suffering from a bad case of the 
UN’s    
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 UNEMPLOYABLES
 UNDERPERFORMING
 UNCERTAIN
 UNTRUSTWORTHY
 UNFUNDED
 UNSUSTAINABLE

Focus on the implications of our 
unsustainable budget policy

Compare our budget situation to the debt 
crisis taking place in Europe

Germany is 
 35% larger than France
 55% larger than Italy
 125% larger than Spain
 1000% larger than Greece

United States is approximately
 400% larger than Germany
 4000% larger than Greece

 Masstricht Treaty 1992
 Created European Union – 27 countries
 Set date for adoption of common currency –

the Euro

January 2002 – 17 European Union 
countries adopt the Euro
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 A common currency presupposes a single  
government with fiscal and monetary
tools to protect it and the political unity 
to do so.

 The European countries that are in crisis 
have more government than their 
economies can afford. 

General Government Central Government
Ireland    67% GDP 59% GDP
France    57% GDP 25% GDP
Portugal  51% GDP          39% GDP
Italy        50% GDP          29% GDP
Greece    50% GDP          39% GDP
Germany 48% GDP          16% GDP
Spain      46% GDP           19% GDP

USA 40% GDP      25% GDP

All states had to have their financial 
houses in order
 Inflation at 1.5% or less
 Budget deficits at no more than 3% of GDP
 Debt to GDP ratio of less than 60%
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Only two countries
 Poland
 Czech Republic

Debt as a percentage of GDP
60% criteria

Japan 225%
U.S.A. 94%

Greece 160%
Italy 120%
Ireland 95% 
Portugal 93%
Germany 84%
France 82%
Spain 60%

Deficit as a percentage of GDP
3% criteria

Japan 8.4%
U.S.A. 9.8%

Greece 10.5%
Ireland 10.0% 
Spain 9.2% 
Portugal 5.9%
France 5.7%
Italy 3.2%
Germany 2.5%

PIGS
 PORTUGAL
 IRELAND
 GREECE
 SPAIN

 PLUS ITALY
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 Too big to fail – to big to bail
 Third largest economy in Europe
Debt 120% of GDP

Do the math
 Debt X interest rate = Interest on the debt
 Debt 120% of GDP X 7% = 8.4% GDP debt service

8.4% OF GDP needed to pay interest on debt

Problems
 Aging and shrinking population
 High risk premium on bonds
 Second biggest debt in EU
 Huge unfunded pension liability
 Dysfunctional political system

Gross debt ratio to GDP - 94%
Deficit as a percentage of GDP – 9.8%
Huge unfunded liabilities - $110 trillion
Aging population
Dysfunctional politics
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Work to meet criteria
 Surrender budget sovereignty
 Higher taxes
 Major budget cuts
 Liberalization of labor markets
 Tolerate major recession

 Leave the Euro Zone
 Default
 Capital flight
 Adopt old currency
 Devalue old currency
 Tolerate major recession

Lessons from crisis
 Never become a
 High tax
 Slow growth
 Entitlement state

 Because the inevitable day of reckoning will be
 Nasty
 Painful
 And not short

The Euro crisis could become our crisis
We need long-term solutions to our debt 

and deficit problems now
Not election cycle solutions

Our economy is improving very slowly
We need to change the UN’s UM’s
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 Don’t go back to work today 
 Go out …

…and shop shop SHOP!

Happy Holidays!
The University of Arizona’s

31st Annual
Forecast Luncheon

Sponsored by


