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Recovering From Recession

• A Recovery Is Underway, But the Pace of Growth Is Likely to Moderate

• The Composition of Economic Growth Is Improving 

• No Need for Additional Stimulus at this Time

I



4

F:\GRAPHICS\Economics\USO\March 2010\USO 03-15-10.ppt

A Recovery Is Underway, But the Pace of Growth Is Likely to Moderate 
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Composite index of 10 leading indicators  (Left)
Real Gross Domestic Product  (Right)
Recession Periods - United States

Composite of 10 Leading Economic Indicators and Real Gross Domestic Product (GDP)

The Conference Board’s Leading Economic Index (LEI) leads turning points in the economy by an 
average of 7 months. The index correctly predicted a rebound in real GDP growth in the second half of 
2009. At the present time, it is pointing to a moderation in the pace of expansion in the first half of 2010.
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The Composition of Economic Growth Is Improving

Source: The Commerce Department

The US economy grew at an annual rate of 5.6% in Q4 2009, which marked the most rapid expansion of 
the US economy in six years. The composition of growth was much healthier than it was in Q3 with 
government stimulus playing a much smaller role than private sector demand. While the US economy is 
moving in the right direction, real GDP is still well below the peak it reached in Q2 2008. At this stage of 
the recovery, we have climbed roughly half way out of the hole we dug during the recession.
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No Need for Additional Stimulus Beyond the $787 Billion

$288

$224

$275

Allocated

Only $308 billion of the $787 billion fiscal stimulus has been spent through March 26, 2010. The bulk of 
the package is expected to hit the US economy over the next three quarters, which will help boost 
economic growth through the first half of 2010. 

Source: Recovery Accountability and Transparency Board
* As of February 19th, 2010

$99

$89

$120

Fiscal Stimulus Spending in Billions of US Dollars

Spent*

Total:
$787 Billion

Total:
$308 Bn



Transitioning From Government to Private Demand 

• Consumer Confidence Is Stabilizing

• But Employment and Incomes Are Lagging

• Businesses Have Cash to Invest

• Housing Appears to Have Bottomed

• Commercial Real Estate Still Struggling

II
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Conference Board Consumer confidence, expectations (Left)
Real Consumer Spending (Right) 
Recession Periods - United States

Households Are Feeling More Optimistic

Consumer Expectations Six Month Hence and Real Consumer Spending

Consumers have become increasingly optimistic about the economic outlook. Consumer expectations for 
the economy six months hence have risen sharply as the panic in financial markets subsides. Over the 
past decade, this series has had an 85% correlation with consumer spending.
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Non-Farm Payroll Employment and the Wages and Salaries Component of Personal Income

But Job Creation Is Necessary for Sustainable Growth 

Over the past year, the US economy has gone from losing an average of 750,000 jobs in Q1 2009 to 
gaining an average of 50,000 jobs in Q1 2010. Job creation is likely to average around 150,000 to 
200,000 by the end of the second quarter. Historically, wages and salaries have begun to increase 
between four and six months after the economy has started generating jobs. 
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Household Debt to Disposable Income  (Left)
Personal Saving As A Percentage Of Disposable Personal Income  (Right)

US Household Debt and Personal Savings Rate

Household leverage, as measured by the ratio of debt to personal disposable income, doubled from 65% 
in the mid-1980s to 130% by 2008. Americans will have to increase savings in order to pay down some of 
this debt in the coming years. 

And Households Need To Build Savings and Reduce Debt
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ISM Manufacturing Purchasing Managers Index 
ISM Non-Manufacturing Purchasing Managers Index  

ISM Purchasing Managers’ Indexes

The Institute of Supply Management’s Indexes of Manufacturing and Non-Manufacturing Activity have 
both risen dramatically since the end of 2008 as businesses trimmed unwanted inventories and reduced 
their workforces to enhance future profitability. The indexes both began 2010 above 50, signaling an 
expansion of economic activity.  

Businesses Are Feeling Better About Their Prospects

Contraction

Expansion
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(% 1YR) Internal Funds of Nonfarm Nonfinancial Corporate Business  
(% 1YR) Business Investment in Equipment and Software  

Non-Financial Corporations Have Cash to Invest

Internal Funds and Business Investment

During the financial crisis in 2008, non-financial corporate cash levels plummeted by more than $200 
billion as consumer demand collapsed. However, corporations have replenished much of their cash hoard 
in 2009 with internal funds topping $1.06 trillion in Q4 2009. Historically, increases in corporate cash have 
been accompanied by increased business investment. 

*45% Historical 
Correlation



13

F:\GRAPHICS\Economics\USO\March 2010\USO 03-15-10.ppt

Q1
2006

Q1
2007

Q1
2008

Q1
2009

20

30

40

50

60

70

80

90

100

In
de

x 
20

06
Q

1=
10

0

Housing Starts  
Case-Shiller House Price Index 10 City Composite  
Existing-Home Sales  
Recession Period

Housing Sales, Starts and Prices Indexed

Sources: Census Bureau, S&P/Case-Shiller

The Residential Real Estate Market May Be Turning the Corner

Though the housing market appears to have bottomed, activity in the sector remains at historically weak levels. 
While the extension of the new home buyers tax credit and improved affordability should continue to support 
housing sales in the near future,  high unemployment and ongoing foreclosure activity will limit gains.  

House Prices 
Up 4% From 

Trough

Existing Home Sales 
Up 6% From Trough 

Housing Starts 
Up 5% From 

Trough
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But the Fundamentals for Commercial Real Estate Remain Weak 

Commercial Real Estate Prices and Delinquency Rates

Sources: The Federal Reserve and Moody's/REAL Commercial Property Price Index
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Delinquency Rates on Commercial Real Estate Loans (left)
Commercial Real Estate Prices (right)

The commercial real estate market has received less support from the government than the residential 
market. Consequently, prices have been falling at an accelerating rate as delinquencies rise.  
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Lower Trajectory of Economic Growth Likely

Potential output is a measure of how fast the economy can grow without 
generating inflation when its capital and labor resources are fully 
utilized.

Here is a simple formula for calculating potential GDP:

Potential GDP = Output per Hour + Hours Worked 

1990s 3.2% = 2.7% + 0.5%

Today 2.5% = 2.0% + 0.5%

Households increase savings and paying down debt 

Overinvestment in housing; Underinvestment in technology

Leverage reduced in financial system from 30:1 to 20:1



Policy Error Remains Greatest Risk

• Fears About Inflation Are Overblown

• Timing the First Fed Rate Hike

• Higher Taxes and Interest Rates Are Likely in the Future

• Learning from Past Mistakes

III
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Core CPI Inflation Excluding Food and Energy  
Recession Periods - United States

Fears About Inflation Are Overblown

Core Consumer Price Index (Excludes Food and Energy)

38Feb ‘04Dec ‘01

Dec ’94

Aug ’83

Jun ’81

Jan ’77

Jan ’73

Core 
Inflation 
Bottoms

Time Lag
Months

Recession 
Ends

24Average

44Apr ‘91

8Dec ’82

10Aug ’80

20 Apr ’75

25Dec’ 70

Inflation is what economists refer to as a lagging indicator, meaning that it changes direction well after  
shifts in the overall economy. Headline CPI inflation has historically only bottomed a year after the US 
economy, while core inflation (which excludes food and energy) takes an average of two years to trough.

?
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Unemployment Rate and Federal Funds Rate

With Inflation Contained, The Fed Will Likely Focus on the Labor Market

Historically, the Federal Reserve has never raised its benchmark policy rate before the unemployment 
rate has peaked. In fact, on average, the Fed has waited more than a year after the unemployment rate 
has peaked to hike rates. Thus, interest rates are likely to remain low for most of 2010.
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The Fed Has Phased Out Emergency Measures

March 2010

Allocation of $1.25 trillion to purchase agency mortgage-
backed securities and $175 billion to purchase debt 
originated by Fannie Mae, Freddie Mac and the Federal 
Home Loan Banks

8) Mortgage Purchase Program

March 2010/
June 2010 
CMBS Only

Supports the issuance of asset-backed securities 
collateralized by student loans, auto loans, credit card 
loans, loans guaranteed by the Small Business 
Administration, and commercial mortgages.

9) Term Asset-Backed Securities 
Loan Facility (TALF)

October 2009Purchases of $300 billion to help improve conditions in 
private credit markets.

2) Treasury Securities Purchase 
Program

October 2009Supports a private-sector initiative to provide liquidity to 
U.S. money market investors.

1) Money Market Investor 
Funding Facility (MMIFF)

February 2010Addresses pressures in global U.S. dollar funding 
markets.

7) Central Bank Swap Lines

February 2010Provides discount window loans to primary dealers.6) Primary Dealer Credit Facility 
(PDCF)

February 2010The Federal Reserve Bank of New York auctions term 
loans of Treasury securities to primary dealers.

5) Term Securities Lending 
Facility (TSLF)

Purpose Scheduled Expiration

3) Asset-Backed Commercial 
Paper Money Market Mutual 
Fund Liquidity Facility (AMLF)

Provides loans to depository institutions to purchase 
asset-backed commercial paper from money market 
mutual funds.

February 2010

4) Commercial Paper Funding 
Facility (CPFF)

Provides a liquidity backstop to U.S. issuers of 
commercial paper. February 2010

Source: The Federal Reserve
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Income Tax Rates and the Budget Deficit

The 2010 fiscal year budget deficit is expected to reach $1.5 trillion or nearly 10% of GDP –the largest it’s 
been since the Second World War. Although a pick up in economic growth should lead to an increase in 
tax revenues in the next year, tax rates are likely to have to rise in order to pay down the budget deficit. 
During 1944 and 1945 the top rate reached an all-time high of 94% on incomes above $200,000 ($3 
million in 2007 dollars) and the bottom rate peaked at 23%. 

Higher Taxes Are Likely in the Future
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A Failure to Rein in Fiscal Deficits Would Increase
the Risk of Higher Rates in the Long-Term
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The non-partisan Congressional Budget Office expects the US debt to GDP ratio to increase from 70% in 
2008 to 100% by the end of 2014. According to a study by the Federal Reserve, each percentage point 
increase in the debt to GDP ratio adds 4 to 5 basis points to long-term interest rates over a five year span. 
This suggests that long-term US Treasury yields could be  120 to 150 basis points higher than would 
otherwise be the case in equilibrium.  

Treasury Yield Curve 

Debt to GDP at 100%
(Interest Rates in Equilibrium 

+150 basis points)*

* Payden & Rygel estimates of where interest rates would be in three years time under the assumption of a sustained economic recovery 
and a normalization of monetary policy. 
Sources: The Federal Reserve and Payden & Rygel Estimates

Debt to GDP at 70%
(Interest Rates in 

Equilibrium)*

Interest Rates Today 
(Below Equilibrium)
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Rates Too Low for Too Long

The Fed lowered interest rates to 
their lowest levels in decades to 
offset deflationary forces following 
the bursting of the technology 
bubble. The Fed was reluctant to 
raise interest rates even after the 
US economy began to recover.

Asset Bubble Develops

Investment banks leverage up 
30:1 on their capital and increased 
the availability of credit to 
consumers. Household debt to 
income soared to unprecedented 
levels. Housing bubble ensues.

Long-Term Risk: Late Exit Similar to 2004

The Biggest Risk Is A Policy Mistake

Short-Term Risk: Early Exit Similar to 1930s

1937 Tax Hike

After abandoning the gold 
standard, US GDP growth rose at 
a double digit pace between 1934 
and 1937. However, the absolute 
level of GDP was still 10% lower 
than it was in 1929. Nevertheless, 
taxes were increased with the 
establishment of the Social 
Security Program in 1937.

Reserve Requirement

To add insult to injury, the Federal 
Reserve doubled its reserve 
requirements that year, fearing a 
return of inflation. The result was 
a deep recession over the next 
two years. 
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2009-2010 Base Line US Economic Forecast* 

9.39.59.79.910.09.69.38.1Unemployment Rate
(percent)

2009
Actual

2010
Forecast

Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4
Real GDP
(quarter-to-quarter annualized percent change)

-6.4 -0.7 2.2 5.9 3.0 2.5 1.5 2.0

Headline CPI Inflation
(year-over-year percent change)

-0.2 -0.9 -1.6 1.4 3.5 2.4 1.5 1.4

Core CPI Inflation
(year-over-year percent change)

1.7 1.8 1.5 1.7 1.6 1.5 1.5 1.4

Federal Funds Rate
(percent)

<0.25 <0.25 <0.25 <0.25 <0.25 <0.25 0.50 1.00

10-Year Treasury
(percent)

2.72 3.50 3.30 3.80 3.75 3.85 3.95 4.10

*Data represent quarterly averages

Investment Opportunities

• US Corporate Bonds Are Still Attractive

• Emerging Market Stocks and Bonds Offer Good Long-Term Value

• Municipal Bonds Offer Some Protection from Higher Taxes

• US Dollar Likely to Weaken Against Asian Currencies

IV
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Why Invest in Corporate Bonds?

Attractive Valuations

Today, the spread of Moody’s Baa Corporate Bonds minus 10-year Treasury yields is at 2.5%. The 
average low point for this spread during economic recoveries has been 1.7%. 

Corporate Bonds Do Well in Economic Recoveries

We examined the nine economic recoveries that occurred between 1950 and 2002 and looked at the 
spread between Moody's Baa Investment Grade Corporate Bond Yields and 10-year Treasury Yields. 

On average, corporate spreads tightened over the four year period that followed each recession. 
Although the results were not uniform across all nine post-recessionary periods, we did find that 
corporate spreads tightened 100% of the time in the first six months following each period. During the 
next six months, spreads tightened two-thirds of the time. 

The percentage of periods in which spreads tightened drops to one-third when we get to 48 months after 
the recession ended. However, this is partly because the economic recoveries in 1958 or 1980 lasted 
less than three years. In all but one instance, corporate spreads were lower at the end of the four year 
period than they were right after the recession.

Positive Fundamentals 

Corporate cost cutting and record low interest rates have created tremendous earnings leverage. 
Approximately 77% of the S&P 500 companies reporting fourth quarter earnings surprised on the 
upside.

Non-financial corporations have large amounts of cash. Flow of funds data from the Federal Reserve 
suggests that companies have more excess cash than at any time during the post-war era.
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Corporate Bonds Have Historically Performed Well in Recoveries

Source: Federal Reserve
*Average of nine post-recession periods between 1950 and 2002.
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IG Corporate Bond Spreads Are Above Their Historical Average

Moody’s Baa Corporate Bond Yield Minus 10-year Treasury Bond Yield
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Historical 
Average 
Spread
1.80%  

Today, the spread of Moody’s Baa Corporate Bonds minus 10-year Treasury yields is at 2.5% today. The 
average low point for this spread during economic recoveries has been 1.8%. 
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Why Invest in Emerging Market Debt?

Sovereign Diversifier

After the sell-off in 2008, most investors added exposure to equities and investment-grade and high yield 
corporates. Investing in a country is different than investing in a corporate bond, offering diversification 
benefits. While corporate bond fundamentals tend to be more cyclical in nature, the structural 
transformations in many emerging markets political and economic systems is unlikely to reverse in the 
near term. 
Sovereign default rates are expected to be much lower  compared to US high yield (less than 1% versus 
3.3% by the end of 2010, according to Moody’s).
Credit quality is improving as over 50% of the sovereign universe is investment-grade rated. The average 
quality of the JP Morgan EMBI Global Diversified index is Baa3/BB+. This is a higher quality asset class 
than US high yield, which is rated B1/B+ according to Merrill Lynch US High Yield index.

Positive Fundamentals 

We expect EM to achieve much higher growth rates than developed countries which will continue to be 
slowed by deleveraging, deteriorating budget deficits and debt burdens. 
Emerging market countries are better positioned to withstand a global slowdown than in the past, as 
debt/GDP levels are lower and many have built up significant foreign exchange reserves. 
The International Monetary Fund has re-emerged as the lender of last resort, increasing its resource 
base to US$1 trillion last year. Other financial institutions have also pledged financial support to EM. 

Attractive Valuations

U.S. dollar-pay bonds on the broad EM index yield approximately 7% compared to 5% on Barclays 
Corporate index. 
EM spreads are back to 2005 levels, when the asset class was rated two notches below what it is today.
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Sovereign Default Rates Have Declined

Source: Standard and Poors, JP Morgan 
Data includes bank debt and bonds (local and foreign currency)

Corporates are much more likely to default than sovereigns in this environment.

Percent of Sovereign Issuers Going into Default

2010F
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Latin America Brazil Baa3 BBB-
Chile A1 A+ 
Mexico Baa1 BBB
Peru Baa3 BBB-

Europe Bulgaria Baa3 BBB
Croatia Baa3 BBB
Hungary Baa1 BBB-
Lithuania Baa1 BBB
Poland A2 A-
Russia Baa1 BBB

Asia China A1 A+ 
Kazakhstan Baa2 BBB-
Malaysia A3 A-

Africa South Africa A3 BBB+ 
Tunisia Baa2 BBB   

Higher Credit Quality

Investment Grade Emerging Market Countries (January 2010)
Region Moody’s S&P

0%

20%

40%

60%

80%

100%

12/93 1/96 1/98 1/00 1/02 1/04 1/06 1/08 1/10

EMBI Global Index Weight 
Non-Investment Grade

EMBI Global Index Weight
Investment Grade

Over 50% of the asset 
class is now investment-

grade rated.

Russia 
upgrade

Mexico 
upgrade

Brazil 
upgrade

Country

Source:  JP Morgan

Emerging market debt has experienced steady credit upgrades, resulting in a higher-quality asset class.
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Why Invest in Municipal Bonds?

Lower Historical Default Risk 

Based on a study of the period from 1970 to 2006, in terms of default, the picture is clear: municipal 
bonds have a track record of low default rates. 

The 10-year cumulative default rate on investment grade municipal bonds is 0.1%, compared to 2.1% 
for investment grade corporate bonds. Even better, if we exclude the highest quality segments of the 
municipal market—general obligation (GO) bonds, water/sewer revenue bonds—the default rate on 
municipal bonds was just 0.3%. 

To put this figure in perspective, consider that it is still below the investment grade corporate default 
(2.1%) and below the Aaa-rated corporate default rate of 0.5%.

Higher Taxes in the Future

The US debt to GDP ratio is expected to reach nearly 100% by 2012. Unfortunately, we cannot grow our 
way out of debt this magnitude. Therefore, income tax rates are probably headed higher.

Interest income received by holders of municipal bonds is often exempt from the federal income tax and 
from the income tax of the state in which they are issued. 
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32

Municipal Bonds Have Historically Had Very Low Default Rates
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Source: Moody's

Low historical default rates
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Invest Based on Political-Economic Structure–Not Ratings

Pre-refunded 
bonds
Diversified State 
General 
Obligations (GO)

Major metro area 
City GOs
State GOs
Essential service 
revenue (e.g., 
water, sewer and 
electric)
County level
School Districts

Transportation 
revenue
Higher education

Local GOs
Airports 
Hospitals/Health 
Care

Local GOs from 
newly-
incorporated 
cities
For-profit private 
corporations
Non-essential 
purpose revenue

Land-secured 
Bonds
Undeveloped 
infrastructure 
projects
Tax allocation
Special taxes
Issues with low 
underlying 
ratings 
previously 
dependent on 
insurance

Higher end of credit structure Benefit from 
government 

support

Selectively
Purchase

Still avoid

While the Moody’s global scale ratings used in the corporate world measures “expected loss” (default probability X loss given default), the municipal 
rating measures the “intrinsic ability and willingness of an entity to pay its debt service”. In the investment grade arena, the Moody’s municipal rating 
measures distance to distress – or, “how likely an entity is to reach such a weakened financial condition that extraordinary support is needed in order to 
avert default”. Another way to think of this is that while a company can go out of business, a municipality cannot (except in rare cases). As a result, an 
A-rated company is not readily comparable to an A-rated state general obligation bond. Instead of relying on ratings, we prefer to analyze municipal 
issuers based on where they fall along our “credit spectrum”, leading us to favor many state general obligation bonds regardless of the lower rating. 

Enjoys full taxing 
power or backed by 
Treasuries

Dedicated revenue 
stream from well-
established districts

Highest Quality High Quality Quality Lower Quality Risky Riskiest
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Local Currency Under (-)/Over (+) Valuation Against the Dollar 

The law of one price states that identical goods should cost the same across borders. When a 
discrepancy between price levels develops, a country’s currency should adjust to restore purchasing 
power parity (PPP). At the present time, several currencies in developing Asia appear undervalued on a 
purchasing power parity basis. 

The Dollar Faces Further Weakness Against Asian Currencies
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Source: Payden & Rygel 

Overvalued

Undervalued
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Important Disclosures
Historical performance data represents past performance and does not guarantee future results. Investments in 
bonds are subject to certain risks such as interest rate, issuer, and inflation risk.  Investments may be worth less 
than their original cost when sold.  
Investment in foreign securities entails certain risks from investing in domestic securities, including changes in 
exchange rates, political changes, differences in reporting standards, and, for emerging-market securities, higher 
volatility.
The information in this presentation has been obtained from sources we consider to be accurate, but is not 
guaranteed.  Our opinions are derived from current market conditions and may change over time.
No part of this presentation may be reproduced in any form without the express written consent of Payden & Rygel.  
© Payden & Rygel 2010


