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Jim Glassman
jglassman@jpmorgan.com
212-270-0778

The Shape of Things to Come
… the market’s split rating
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2008 …
not so great
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A housing debacle de-bacled …
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If we’re supposed to afford our houses, prices come down
Nominal income per household and house prices (ratio to 1970 Q1 level)

Sources: Standard & Poor’s; US Department of Commerce
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The worst excesses are the ones correcting the most
Selected real estate markets (ratio to 1995 Q1 level)

Sources: OFHEO; Standard and Poor’s
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A credit market meltdown …
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The risk-taking community is in shock
High yield debt yield less 10-year Treasury yield (basis points)

Source: JPMorgan Chase & Co.
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Wall Street’s coming clean fast
Nominal income per household and house prices (ratio to 1970 Q1 level)

Sources: Bloomberg; JPMorgan Chase & Co.

Write-down Scenarios for Assets Held by Leveraged Financial Institutions

Total
US companies Foreign institutions

To date $300 billion = $143 billion $157 billion

Assumptions behind worse case scenarios:
     If house prices fall 25% more
     If homeowners walk as quickly as they have

Worse-case scenario $460 billion
     Residential $230 billion
     Loan Impairments $110 billion
     Commercial real estate $120 billion

Memo:
Tier 1 Risk-based ratio (2007 Q3) 10.2
If US write-downs total $230 billion 8.1

Capital Adequacy Standards (Tier 1 Risk Based Capital Ratio)
Well capitalized >6
Adequately capitalized >4
Undercapitalized >3
Significantly undercapitalized <3
Critically undercapitalized Tangible equity <2%



5

92 0
 0 

8  
 S

 P
 R

 I N
 G

   C
 O

 N
 S

 T
 R

 U
 C

 T
 I O

 N
   F

 O
 R

 E
 C

 A
 S

 T
   C

 O
 N

 F
 E

 R
 E

 N
 C

 E
,   

N 
A 

H 
B,

   W
 A

 S
 H

 I N
 G

 T
 O

 N
   D

 C
,

A 
P 

R 
I L

   2
 4,

   2
 0 

0 8

This is the key challenge … reinventing securitized finance
Assets held at financial intermediaries (share of all assets held at financial intermediaries)

Source: Federal Reserve Board
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A consumer normalization …
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… back to life as they once knew it …
Real consumer spending and income (annualized percent change)

Source: US Department of Commerce
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… we’ll be saving the old fashioned way, out of income …
Household saving (percent of income)                            Net worth (ratio to income)

Sources: US Department of Commerce; Federal Reserve Board
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… and leverage growth will have to match income
Monthly financial obligations (percent of income)               Household debt (ratio to income)

Source: Federal Reserve Board
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An oil gusher …
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A waking, impoverished world is commodity hungry  …
Petroleum (WTI, dollars per barrel)

Source: Bloomberg
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… and it takes time to realign supply
Oil exploration rig count

Source: Baker Hughes
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And an ill-conceived energy initiative …

182 0
 0 

8  
 S

 P
 R

 I N
 G

   C
 O

 N
 S

 T
 R

 U
 C

 T
 I O

 N
   F

 O
 R

 E
 C

 A
 S

 T
   C

 O
 N

 F
 E

 R
 E

 N
 C

 E
,   

N 
A 

H 
B,

   W
 A

 S
 H

 I N
 G

 T
 O

 N
   D

 C
,

A 
P 

R 
I L

   2
 4,

   2
 0 

0 8

Corn’s price spike … no Fed-monetary story …
Corn prices received by farmers (dollars per bushel)

Source: US Department of Agriculture
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The Energy Independence and Security Act of 2007 … not
Renewable fuels requirements (billions of gallons annually)

Source: United States Senate

Previous Current
Law Law

2006 4.0
2007 4.7
2008 5.4 9.0
2009 6.1 11.1
2010 6.8 13.0
2011 7.4 14.0
2012 7.5 15.2
2013 16.6
2014 18.2
2015 20.5
2016 22.5
2017 24.0
2018 26.0
2019 28.0
2020 30.0
2021 33.0
2022 36.0
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If you legislate food inflation, call it a tax, not inflation
Retail food prices (percent change at an annual rate over the most recent two years)

Source: US Department of Commerce; US Department of Agriculture; JPMorgan Chase & Co.
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All traumatizing the economy …
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The pain isn’t so much in the numbers …
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Real GDP growth
% change over the four quarters of the year

2007 2008 

United States 2.5 2.4

Europe (EU-11) 1.9 2.0

Japan 1.5 1.2

Newly industrializing 8.2 6.9

… which in print look benign …
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… and more like a stall than a stumble
Real GDP growth in selected regions (percent change from four quarters earlier)

Source: US Department of Commerce
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Housing’s in recession and will stay there in 2008 …
Single family starts (thousands)                                Unsold single family units (months’ supply)

Source: Census Department
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… but what builders take, exporters give back
Real GDP growth in selected regions (percent change from four quarters earlier)

Source: US Department of Commerce

-1.50

-1.25

-1.00

-0.75

-0.50

-0.25

0.00

0.25

0.50

0.75

1.00

1.25

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
-1.50

-1.25

-1.00

-0.75

-0.50

-0.25

0.00

0.25

0.50

0.75

1.00

1.25Net exports

Residential construction



14

272 0
 0 

8  
 S

 P
 R

 I N
 G

   C
 O

 N
 S

 T
 R

 U
 C

 T
 I O

 N
   F

 O
 R

 E
 C

 A
 S

 T
   C

 O
 N

 F
 E

 R
 E

 N
 C

 E
,   

N 
A 

H 
B,

   W
 A

 S
 H

 I N
 G

 T
 O

 N
   D

 C
,

A 
P 

R 
I L

   2
 4,

   2
 0 

0 8

Consumers will be helped by $117 billion of rebates … soon
Real consumer spending and selected income (percent change from four quarters earlier)

Source: US Department of Commerce
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The trauma is in the feel …
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Slowing net job growth …
Real GDP and employment (percent change from 12 months earlier)

Sources: US Department of Commerce; US Department of Labor
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… the layoffs …
Real GDP (percent change from four quarters earlier)            Jobless claims (thousands per week)

Sources: NBER recession bars; US Department of Labor
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… and unemployment …
Unemployment rate (percent of the labor force)

Sources: US Department of Commerce; US Department of Labor
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This stumble/stall/recession now is on the map
Unemployment rate (percent of the labor force)

Sources: NBER recession bars; US Department of Labor
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Over the hills …
still many thrills
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… where we discount eternity
Wilshire 5000 index of all publicly traded stocks (index)

Source: Bloomberg
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A waking planet …
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The lights are coming on all around us …
Global real GDP (percent change from four quarters earlier)

Source: JPMorgan Chase & Co.
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… in desperately poor areas
Selected real GDP (percent change from four quarters earlier)

Source: JPMorgan Chase & Co.
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That’s partly what the dollar is “saying”
Real trade weighted dollar index (March 1973 = 100)

Source: Federal Reserve Board
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… and we’re benefiting
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US profits echo the global story
Profits (percent of Gross Domestic Income)

Sources: NBER recession bars; US Department of Commerce; Standard & Poor’s

0

1

2

3

4

5

6

7

8

9

47 52 57 62 67 72 77 82 87 92 97 02 07
0

1

2

3

4

5

6

7

8

9
After-tax GDP profits from current production

After-tax S&P 500 operating earnings



21

412 0
 0 

8  
 S

 P
 R

 I N
 G

   C
 O

 N
 S

 T
 R

 U
 C

 T
 I O

 N
   F

 O
 R

 E
 C

 A
 S

 T
   C

 O
 N

 F
 E

 R
 E

 N
 C

 E
,   

N 
A 

H 
B,

   W
 A

 S
 H

 I N
 G

 T
 O

 N
   D

 C
,

A 
P 

R 
I L

   2
 4,

   2
 0 

0 8

A tolerable inflation picture …
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… curve the grade
Core consumer inflation (percent change from 12 months earlier) Oil (dollars per barrel)

Sources: NBER recession bars; US Department of Commerce; Bloomberg
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A more productive allocation of credit …
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For what it’s worth …
2005 2006 2007 2008 2009 2010 07Q3 07Q4 08Q1 08Q2 08Q3 08Q4 09Q1 09Q2 09Q3 09Q4

--- % Change from Previous Quarter, Annualized ---
Economic Growth

     Domestic Output (Real GDP) 2.9 2.6 2.5 2.4 2.6 2.8 4.9 0.6 0.5 1.5 4.0 3.5 2.5 2.5 2.8 2.8
          Final Demand for US-Made Output (Final Sales) 2.9 3.0 2.8 2.7 1.2 3.0 4.0 2.4 1.2 1.5 6.0 2.1 -4.1 2.9 3.2 3.2
               Consumer Spending 2.8 3.4 2.6 2.1 2.6 2.6 2.8 2.3 0.9 2.3 2.9 2.4 2.5 2.6 2.6 2.7
                    Real Disposable Personal Income 1.1 3.2 2.2 4.5 1.9 2.7 4.0 0.1 0.4 6.7 13.6 -2.0 -0.2 0.2 2.9 4.7
                    Household Saving Rate (% of Income at End of Period) 0.8 0.4 0.0 2.2 1.5 1.6 0.4 0.0 0.1 1.0 3.3 2.2 1.8 1.1 1.0 1.5
               Home Building 6.4 -12.8 -18.6 -11.7 4.2 6.0 -20.5 -25.2 -20.0 -20.0 -5.0 0.0 0.0 2.0 5.0 10.0
               Construction of Business Structures 0.0 12.4 15.1 2.5 5.5 7.5 16.4 12.4 0.0 4.0 3.0 3.0 5.0 5.0 6.0 6.0
               Business Equipment and Software Spending 7.1 2.5 3.6 14.1 -11.2 8.1 6.2 3.1 0.9 4.1 52.2 6.0 -49.0 6.1 7.1 7.1
               Government Spending 0.9 2.5 2.3 0.5 2.5 2.5 3.8 1.9 1.6 1.7 -0.6 -0.6 2.6 2.6 2.6 2.0
               Net Exports ($ Billion at an Annual Rate at Year End) -643 -597 -503 -471 -471 -471 -533 -503 -471 -471 -471 -471 -473 -475 -476 -477
                    Imports 5.1 3.7 1.0 4.7 4.5 6.2 4.3 -1.4 4.0 5.0 5.0 5.0 5.0 5.0 4.0 4.0
                    Exports 7.0 9.3 8.4 8.6 5.5 6.0 19.1 6.5 15.0 6.5 6.5 6.5 6.0 6.0 5.0 5.0
                    Memo:
                    Current Account Deficit (Billions of Dollars at End of Period) -863 -752 -692 -633 -616 -636 -710 -692 -662 -662 -642 -633 -618 -619 -617 -616
                    Current Account Deficit (% of GDP at End of Period) -5.9 -5.6 -4.9 -4.4 -4.1 -4.0 -5.1 -4.9 -4.7 -4.6 -4.5 -4.4 -4.2 -4.2 -4.1 -4.1
          Ch. in Private Inventories ($ Billion at an Annual  Rate)* 53.6 17.4 -18.3 -38.6 -39.2 -95.4 30.6 -18.3 -38.6 -39.2 -95.4 -56.1 143.7 134.3 123.3 109.6
               Annualized Percentage Change* 2.4 2.8 0.0 -0.6 -1.4 -3.5 0.6 -1.4 -2.9 -2.9 -6.6 -4.2 9.8 8.9 7.9 6.8
          Vehicle Output Contribution to GDP Growth (Pct. Pts.) -0.07 -0.14 -0.15 -0.06 0.01 0.01 0.23 -0.91 -0.58 0.11 0.20 0.05 0.02 0.02 0.01 0.01
          Residential Construction Contribution to GDP Growth (Pct. Pts.) -0.36 -0.69 -0.68 -0.57 0.15 0.27 -0.99 -0.83 -0.98 -0.78 -0.38 -0.14 0.00 0.07 0.18 0.35

     Domestic Demand
     Gross Demand for All Output (Gross Domestic Purchasers) 2.8 2.1 1.6 2.0 2.6 2.9 3.3 -0.4 -0.6 1.5 3.9 3.4 2.5 2.5 2.7 2.7
          Final Demand for All Output (Final Sales to Domestic Purchasers) 2.9 2.4 1.9 2.3 1.2 3.2 2.5 1.3 0.0 1.5 5.7 2.1 -3.9 2.8 3.1 3.1

     Employment and Production
          Nonfarm Payrolls (Establishment Survey) 1.84 1.58 0.91 -0.21 0.82 0.83 0.75 0.79 -0.31 -0.76 -0.27 0.50 0.78 0.78 0.87 0.87
          Employment (Household Survey) 1.84 2.15 0.29 0.47 1.01 1.39 0.26 0.70 1.02 -0.14 0.21 0.80 0.88 0.89 1.09 1.16
               Nonfarm Payroll Equivalent (Household Survey) 1.92 2.07 0.63 -0.55 0.82 0.83 0.91 0.74 -1.66 -0.76 -0.27 0.50 0.78 0.77 0.87 0.87
          Industrial Production 2.61 1.68 2.16 1.93 3.59 3.59 3.60 0.40 -0.11 0.89 3.40 3.59 3.59 3.59 3.59 3.59
               Manufacturing Production 3.94 1.43 2.46 1.78 3.66 3.66 4.32 -0.45 -0.30 0.79 3.04 3.66 3.66 3.66 3.66 3.66

Economic Slack
     Unemployment Rate (Percent of Labor Force at End of Period) 5.0 4.5 4.8 5.7 6.1 6.2 4.7 4.8 4.9 5.3 5.6 5.7 5.9 6.0 6.1 6.1
     Factory Capacity Use (% of Capacity at End of Period) 78.9 78.9 79.3 79.0 79.4 78.8 79.8 79.3 78.8 78.5 78.7 79.0 79.2 79.3 79.4 79.4

Inflation
     GDP Chain Price Index 3.4 2.7 2.6 0.9 1.2 1.5 1.0 2.4 3.4 1.2 -0.8 -0.1 1.6 3.5 0.3 -0.7
          Core GDP Chain Price Index 3.3 2.9 1.9 1.8 1.7 1.7 1.9 2.3 2.0 1.9 1.5 1.9 1.7 2.1 1.4 1.6
          PCE Chain Price Index 3.2 1.9 3.4 1.0 1.5 1.8 1.8 3.9 3.9 1.7 -1.3 -0.1 1.8 3.9 1.0 -0.5
               PCE Food Chain Price Index 2.1 2.3 4.5 3.0 2.6 1.8 4.7 3.6 4.8 1.4 4.7 1.0 3.5 1.0 5.1 0.7
               PCE Energy Chain Price Index 21.1 -4.0 19.6 -8.3 -2.7 -0.5 -6.7 24.9 22.6 -1.0 -28.8 -18.1 -2.2 21.9 -8.2 -17.9
               Core PCE Chain Price Index 2.2 2.3 2.1 1.9 1.8 1.8 2.0 2.5 2.1 2.0 1.5 2.0 1.8 2.3 1.3 1.6
     CPI 3.8 1.9 4.0 1.4 1.8 1.8 2.8 5.0 4.3 0.7 0.0 0.8 1.9 2.6 2.1 0.4
          Core CPI 2.1 2.7 2.3 2.2 2.1 1.8 2.5 2.5 2.5 2.2 2.0 2.3 2.2 2.6 1.8 1.9

Corporate Profits ---------- % Change from Four Quarters Earlier ----------
     S&P 500 After-tax Operating Profits 12.5 8.9 -30.8 72.8 3.8 4.3 -9.4 -30.8 -6.5 0.4 19.3 72.8 3.3 4.2 4.1 3.8
          Percent of GDI 2.20 2.40 1.66 2.87 2.98 3.11 2.28 1.66 2.28 2.64 2.72 2.87 2.36 2.75 2.83 2.98
     Pre-tax GDP Profits (from Current Production) 9.1 8.4 2.5 3.3 3.8 4.3 1.8 2.5 2.4 -2.9 -0.9 3.3 3.3 4.2 4.1 3.8
          Percent of GDI 11.13 11.39 11.26 11.26 11.26 11.26 11.68 11.26 11.26 11.26 11.26 11.26 11.26 11.26 11.26 11.26
     After-tax GDP Profits (from Current Production) 4.1 8.2 3.3 3.3 3.8 4.3 2.7 3.3 2.8 -1.7 -0.9 3.3 3.3 4.2 4.1 3.8
          Percent of GDI 7.86 8.03 8.00 8.00 8.00 8.00 8.30 8.00 8.00 8.00 8.00 8.00 8.00 8.00 8.00 8.00

Federal Budget Balance
     Billions -319 -248 -163 -373 -281 -333
     Percent of GDP -2.6 -1.9 -1.2 -2.6 -1.9 -2.2

Financial Markets
     Federal Funds Rate Target 4.25 5.25 4.25 1.75 1.75 2.25 4.75 4.25 2.25 1.75 1.75 1.75 1.75 1.75 1.75 1.75
     2-Year Note 4.41 4.82 3.05 1.88 2.00 2.50 3.97 3.05 1.62 1.70 1.88 1.88 1.88 1.88 2.00 2.00
     5-Year Note 4.35 4.70 3.45 2.67 2.84 3.12 4.23 3.45 2.46 2.52 2.63 2.67 2.77 2.77 2.84 2.84
     10-Year Note 4.39 4.71 4.04 4.00 4.25 4.15 4.59 4.04 3.45 3.50 3.90 4.00 4.25 4.25 4.25 4.25
     30-Year Conventional Mortgage Rate (FHLMC) 6.22 6.18 6.17 5.40 5.70 5.58 6.42 6.17 5.85 5.13 5.56 5.40 5.70 5.70 5.70 5.70
     $/Euro 1.19 1.29 1.45 1.30 1.25 1.25
     Yen/$ 117 118 110 119 117 115
     Wilshire 5000 (Index of All Publicly Traded Shares)
     S&P 500 1248 1418 1527 1650 1750 1850
          Annual Percent Change 13.6 7.6 8.1 6.1 5.7
          After-tax Reported Earnings Per Share 69.9 81.5 66.2 67.0 81.5 97.2
          After-tax Operating Earnings Per Share 76.5 87.7 82.5 96.3 100.0 104.3
          Memo: Write-downs in Dollars Per Share 6.5 6.2 16.4 29.3 18.5 7.1
          Price-Earnings Ratio 16.33 16.17 18.50 17.14 17.50 17.74

----------Last Day of Period Shown ----------

--- % Change Q4/Q4 ---
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