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merican my-
thology is
filled with

epic stories of heroic

men (and women)

who forged a great

nation through sheer

determination: ad-

venturers and tinker-

ers, who tamed and

then shaped a wild

and virgin continent,

and in the process,

created the wealthi-

est, most powerful

civilization in history.

Remarkable for not being feared so much as
being admired, drawing and embracing mil-
lions to its shores from all corners of the
globe.

Unlike the mythologies of ancient civilizations
(we think), the American mythology is rooted
in truth, and its heroes are celebrated in stories
and schoolbooks. Adventurers spread out
across a continent, from the founding Pilgrims
of Massachusetts Bay to the homesteaders who
followed Meriwether Lewis and William Clark
and settled the vast prairies. Tinkerers, from
Thomas Edison to two brothers in their Day-
ton bicycle repair shop, invented machines that
would shape the world. Industrial titans, from
John D. Rockefeller to Henry Ford, harnessed
the untapped powers of the nation’s infinite
resources to create immense wealth, for them-
selves, but also enriching the entire country.

Just over a century ago, another strain devel-
oped in this narrative from those who ques-
tioned the costs of unfettered growth and
sought a balance between the aesthetic and the
material; economic progress, but not at the

cost of despoiling our great natural beauty.

These strains may seem at odds, but they co-
exist, at times separate and competing, but
more often as simultaneous cognitions. It is
not surprising, then, that the man who gave
voice to this movement, the inspiration of
every person or group anywhere in the world
that seeks to preserve our natural resources,
was himself an immigrant, an inventor, a scien-
tist, a friend of Presidents yet happiest alone in
the mountains. His contribution to our world
is as profound as any of our heroes, and his
life serves to remind us of our inherent duality:
to prosper, yet preserve; to advance, yet con-
serve; to create anew, yet nurture.

uropean turmoil was the principal

theme of the quarter, with a Greek

bailout occurring just days before a
likely default. Sovereign credit spreads blew
out, equities tanked and Treasuries were the
safe haven of choice, with 30-year yields falling
nearly a full percent. No surprise that Greece
was the worst performing market in the quar-
ter, dropping 41%, but most equity markets
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“...the US
economy is not
creating
permanent
jobs...”

were down. Only 11 (of
73) markets posted
gains, led by Sri Lanka at
almost 14%. 30.0%-

Sovereign risks garnered
the headlines, but global
economic growth is 20.0%1
moderating, adding to
investors’ worries. US
GDP grew at a 2.4%

annualized pace in the

25.0%1

15.0%1

10.0%

second quarter, down 5.0%- 3.5%

from a 3.7% rate in the _
first quarter and 5.0% at | ©-0%]
the end of 2009. But

-5.0%1

nearly half the growth

came from inventory -10.0%
adjustments, so the -11.9%
“true” underlying -15.0%°

growth rate is just over
1%, weak enough, and
trending lower, and not
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sufficient to generate any
meaningful employment growth.

The unemployment rate stands at 9.5% at the
end of June, but if not for the decline in the
participation rate (to 64.7%), the official unem-
ployment rate would be much higher. As we've
noted in previous letters,

to this current cycle. In the decade of the
1990s, the US gained 21.7 million jobs. In the
decade just past, December 1999-December
2009, the economy lost 944,000 jobs. The re-
cession at the end of the decade skews these

most disconcerting is the
rise in long-term unem-
ployment. 45.5% of the
unemployed have been out
of work for over half a
year, and the median dura-
tion of unemployment is
now 25.5 weeks, both re-
cord highs. Temporary
employment and the aver-
age workweek are up
slightly, but the US econ-
omy is not creating perma-
nent jobs, in stark contrast
to previous recession/
recovery periods (see
Graph 2).
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US employment during recessions?
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ment market is not limited

Courtesy: McKinsey

Source: US Bureau of Labor Statistics
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numbers, but when the economy was creating n
jobs, job growth was less than half the pace of Benefit & Wages, 1970-2009
the previous decade: 16 million jobs were cre- 700
ated in the first eight years of the 1990s versus s TS (100=1080)
7.5 million jobs in 2000-2007.
5001
There is no definitive explanation for the poor 200 Private Group Health Insurance
job growth over the past decade, but one likely Per Private Employee

culprit is healthcare costs. Benefits are gener- 3001 /
ally fixed costs, that is, they don’t vary with 200 |

hours worked, and they have been rising at a 100 /”W;g';d Salary Disbursements
much faster rate than salaries, 6.9% annually . Per Private Employee
versus 4.5% in the ten years ending 2008 (see 707274 76 78 80 82 84 86 88 90 92 94 96 98 00 02 04 06 08
Gl’aph 3) Healthcal’e insul"ance accounts fOI’ Source: Bureau of Economic Statistics Courtesy: Morgan Stanley

8% of total compensation, although that share
is likely to be higher for private em-

ployers. n

The failure of the economy to create
new jobs, not just in the current eco-

Cumulative House Price Change, by Purchase Vintage

nomic cycle but over a period of io
many years, has led to our current 0
e 30 2003
structural employment condition v 50
which, if not ameliorated soon, and 210 2004
there is no sign of that, will diminish 5o
the economy’s long-term capacity 10 \— 2006 \
and productivity. 20| 2008
. . -30
istorically, one of the re- 20
lief mechanisms in weak 1 7 13 19 25 31 37 43 49 55 61 67 73
employment markets has Months since purchase
been labor mobility, the ability and - = : e
- Based on Case Shiller Index. Assumes average mortgage in given year set at average house price for that year
W||||ngness to move to where the Source: S&P/Case-Shiller, Morgan Stanley Research

jobs are. The bleak housing market is
an impediment to labor mobility, exacerbating
the weakness in structural unemploy-
ment. For many, their homes are worth B
less than the mortgage (see Graph 4),
making it difficult to move. Home Mortgage Delinquencies and Foreclosures*
prices have bounced following a pre- !
cipitous drop, but there remains a sig- 107 _ _ N
e . == All delinquencies
nificant supply/demand imbalance, sl B oM ciarted 1.6
with 4 million existing homes for sale
and possibly a similar amount in the
pipeline due to rising delinquencies.
Even the recent moderation in the fore-
closure rate is misleading (see Graph 5), 24
due more to lender forbearance than . . 8 B W,
improving economic conditions: the 1979 1984 1989 1994 1999 2004 2009
foreclosure process has not begun on Al delies NBER resion k]
One-thil’d Of the IOanS that have nOt Source: MBA, NBER, Morgan Stanley Research
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“These
interventionist
programs may
have tempered
the severity of

the housing
downturn, but
they will likely

expand its

duration.”

seen a payment for more than six months, or
even on the one-quarter that have not made a
payment in more than a year. With fewer delin-
quents being foreclosed, the “true” inventory
of unsold homes, officially around 8 months, is
likely closer to two years.

The federal government has thrown a lot of
resources at stabilizing the housing market. Its
agencies have increased the number of loans it
makes and has subsidized mortgage rates
through purchasing trillions of dollars of secu-
rities. It (we) has paid people to buy a house
(through a tax credit), paid people to stay in
their homes (through HAMP—Home Afford-
able Modification Program which modifies
interest payments), and paid people to sell their
homes (HAFA—Home Affordable Foreclo-
sure Alternatives).

These interventionist programs may have tem-
pered the severity of the housing downturn,
but they will likely expand its duration. The
foreclosure process has already been extended,
as we noted, and borrowers may be perversely
incented to default in order to take advantage
of these programs. We can forestall the natural
market process of aligning supply with de-
mand, but eventually, these houses will come
to market, and prices will have to fall.

ot all the recent news has been

gloomy. Prices of industrial metals

and oil are higher, as is the price of
renting a shipping container; to send a 40-foot
container from Hong Kong to Los Angeles
costs $2,600, triple the price from a year ago.
International air traffic, both passen-
ger and freight, have surpassed their

the past 70 years has followed a similar pattern
of monetary tightening in the face of rising
inflation pressures, eventually causing output
to decline as the cost of credit became too
high. Every downturn, that is, except this one.
The current environment has much more in
common with contractions that followed debt-
induced asset deflation. We don’t have many
examples in recent history (thankfully), but the
world economy in the 1930s and the Japanese
experience since 1990 are reasonable examples.

We won't repeat the analyses of the economic
parallels (you can find our previous letters on
our website). But we will highlight the very
different investment implications of these con-
trasting economic environments.

If this were a typical economic cycle, we would
expect to see a strong response to the massive
monetary stimulus: businesses and consumers
would borrow at these low rates in order to
build new capacity and consume new goods to
relieve pent-up demand from the downturn.
But we are seeing real demand growing at 1-
1%2%, not the 5-6% we would expect to see.
Normally, this policy response would be very
favorable for equities: with low valuations and
strong economic tailwinds, equities perform
best in this environment while bonds would
lag as inflation rebuilds.

In contrast, following a debt-induced asset
collapse, as we experienced in the 1930s and in
Japan in the 1990s (and beyond), interest rates
can remain very low for a very long period of
time, and bond returns, while not spectacular,

previous peaks, and more than 70%
of companies are beating earnings
estimates, a record high, and more

US (1921-41), Japan (1983-2003)
1921 1923 1925 1927 1929 1931 1933 1935 1937 1939 1941
L i

Low Rates For a Long Time
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than half are also exceeding revenue 10
estimates. 8.
If this were a normal recovery from a 64

normal economic contraction, we

could be very encouraged about these
data (well, we are encouraged; we just 2.
have other worries). As we've de-
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downturn experienced in the US in

Source: BofA Merrill Lynch Global Research
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can be positive
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rates hit zero (or close to it), they can
stay there for many years. Bond returns
in both periods were positive, despite
short rates anchored at zero (see Graph
7). And bonds outperformed equities in
both the 1930s (Graph 8) and in Japan
for the past 20 years (Graph 9).

No historical experience is identical to
another one, and one can argue that Ja-

demog.r-a.phics
are our
destiny.”

pan’s recent experience is due as much
to the extreme overvaluation of equities
and real estate in 1989 (by most meas-
ures many times the overvaluation in the
US), but these are reasonable economic
parallels that bear consideration.

There are longer-term data too that sug-
gest yields can remain low. In the devel-
oped world, nominal GDP growth has
been trending lower over two decades,
and yields have followed (see Graph 10,
on page 6). Of course, correlation does
not equal causation, but looking a bit
longer, over 50 years, we see a relation-
ship between labor force growth and
inflation (and by extension, bond
yields—See Graph 11, page 6). Demo-
graphics play out over very long periods,
but to a certain extent, demographics are
our destiny.

If bond yields can remain stable for
some time, so too can equity prices.
Over the past century, there have been
three periods (other than the past dec-
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ade) in which stock prices widely fluctuated
with little net result, accounting for more than
half of all the years. In other words, while eg-
uity prices have risen substantially over the
past 100 years, for most of that period, nomi-
nal returns were generally flat. If prices follow
previous patterns (see Graph 12), we could
expect a few more years of purgatory.

rescient leadership is required to navi-

gate the challenging terrain, and we are

reminded that it was policy mistakes
that derailed similar recoveries in the past. In
1937, the Fed tightened and Congress raised
taxes, only to see the economy contract again
and the unemployment rate soar from 10% to
20%. Likewise, after seeing years of 3-4% real
GDP growth in the mid-1990s, Japan imposed
a 5% consumption tax in 1997, only to see
GDP decline 2% in the following year.

Tax rates in the US will rise next year as the tax
cuts from a decade ago expire. Additional taxes
are planned in 2013 to pay for the recent
healthcare legislation. Simultaneously, we are
expanding the growth of government (and
have been for a decade—see Graph 13, page
7). The federal budget deficit is estimated by
the White House to be a
record $1.47 trillion this

DJIA with longer-term trading ranges
& potential trading range roadmap
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year, and we are borrow-
ing 41 cents of every
dollar we spend. Put
another way, we're
spending more than $4
billion per day of bor-
rowed money. It's hard
to see how continuing
on this policy path is
constructive.

Monetary policy is like-
wise challenged. The
tripling of the monetary
base in 2008-2009
helped avert systemic

T
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Source:

BofA Merrill Lynch Global Research, Bloomberg

stimulate credit or eco-
nomic growth. Money
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The country’s first national park, Yellowstone,
was so designated in 1872, but then it was only
much later, in 1890, that the next national
parks were chosen (Sequoia, Kings Canyon
and Yosemite, all in California). The conserva-
tion movement really began around this time
with the Sierra Club, formed by Muir and oth-
ers in 1892. But there soon developed a theo-
logical split among conservationists. One fac-
tion, led by Gifford Pinchot, the first head of
the US Forest Service (and later governor of
Pennsylvania), favored “wise use” of the land
to benefit the greatest number of people. The
other side was led by John Muir, who believed
in preserving the land in its natural state, un-
spoiled by human activity.

Muir had an eager student in the President of
the United States, Theodore Roosevelt, himself
an avid outdoorsman. When Roosevelt visited
Yosemite in 1903, Muir persuaded him to
ditch his secret service detail and spend a few
nights in Muir’s cabin. Roosevelt did, and must
have been persuaded by Muir’s vision of con-
servation, because in his remaining term in
office, Roosevelt established 148 million acres
of national forest, five new national parks and
23 national monuments. Roosevelt’s image
today as our greatest conservationist president
can be traced to that meet-
ing with Muir in the Yo-
semite Valley.

There is a particular corner
of the Yosemite Park that
Muir considered the most
beautiful. It was called
Hetch Hetchy, after a kind
of grass that grows there.
It was here that the battle
was fought between those
that wanted to use the land
for the benefit of people

and the preservationists. In this case, Pinchot
argued that the best use of the Hetch Hetchy
Valley was to dam the Tuolumne River in or-
der to provide drinking water for the residents
of San Francisco, 150 miles away. Muir’s reac-
tion was strong: "Dam Hetch Hetchy! As well
dam for water-tanks the people's cathedrals
and churches, for no holier temple has ever
been consecrated by the heart of man."

Muir had the ear of Roosevelt, and his succes-
sor, Taft, and every attempt at passing a bill in
Congress to allow the damming of Hetch
Hetchy failed. But Pinchot had the ear of the
next President, and after 12 years of fighting in
1913, Woodrow Wilson signed the bill author-
izing the dam. The Hetch Hetchy valley was
destroyed, and Muir died, broken, the follow-
ing year.

But Muir may have had the last laugh. The
damming of Hetch Hetchy galvanized the con-
servation movement. Hundreds of new con-
servation groups appeared over the following
decades, and the next time there was a pro-
posal for a dam in a national park, in 1954 in
Dinosaur National Monument, public pressure
forced its abandonment.
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Of course, it’s really a false choice. Those who
alter nature often do so with the best inten-
tions: to provide some good or benefit for
people. It may be electricity or water, or it may
be supporting banks that would otherwise fail
or helping people stay in their homes. But
John Muir taught us that when we alter na-
ture’s landscape, it is often irreversible, and we
will have lost something of great value for eter-
nity. The wilderness can be a means, wrote

| /;‘3‘7*."(51&..'1- Peke

« . i
Wallace Stegner, “of reassuring ourselves of 7 YOSEMITE
our sanity as creatures, a part of the geography , VALLEY

of hope.” 2005
. . . Uppguye WH
Of all the possible symbols of California, from

the Golden Gate Bridge to the Hollywood
sign, from the snow-capped mountains to

Death Valley to the famous beaches, when it “...reassuring
came time to choose a design for a state quar- ourselves of
ter to be minted, California chose to honor our sanity as
John Muir and place him in Yosemite. It is creatures, a
certainly a fitting honor, and a reminder of the part of the
balance in nature that we disturb at our peril. <= geography of
hope..”
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