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· Market economies run in cycles, both expanding and contracting but with a positive growth bias.
· Markets both anticipate and respond to these cycles

· Investment strategies can be guided by typical patterns but have to make allowance for extenuating circumstances

· Typical Liquidity & Economic Cycle
· Contracting Growth

· Expanding Growth

· Accommodative Monetary Policy

· Restraining Monetary Policy

· Stocks, Bonds, Cash

· History doesn’t repeat itself, it just rhymes

· Where are we now in the USA?
· Slower than normal recovery from an economic slowdown but gaining speed

· Fed policy continuing to be stimulating, matintaing very low interst rates but ready to normalize rates

· Fiscal surpluses turned to deficits from the slowdown

· Substantial accumulation of debt in the economy

· Sizeable foreign trade deficit & dependence on foreign capital inflows

· Weakening us Dollar

· Geo-political

· Expectations for a Typical Cycle at this Stage

· Economics growth accelerates

· Employment opportunity’s recover

· Tax revenues increase and deficits narrow

· The Fed increase interest rates to a more normal level – 12 month or so
· Some inflationary pressures

· Corporate clash flow and earning increase

· Equities trend upward consistent with earning recovery

· Major concerns: Is it different this time?

· High level of corporate and consumer debt

· Slow employment recovery

· Aging US demographics: health care and retirement funding

· Concern over energy prices

· Return to federal budget deficits

· High foreign trade deficits

· Dependence on foreign capital inflows

· Terrorist activity / geo-political concerns
· So?

· Stocks yes, bonds no

· 6-12 months equity market good

· What Drives the Wealth of Nations?
· Growth in the labor force x Productivity of Labor = long-term growth of real wealth (employment, consumption and savings, standard of living)
· Population Growth us to remain dominant

· Productivity Growth: Relative Innovation Quotient

· Scientific & Technological progress

· Factor Flexibility

· Capital, Labor, Products

· Market – Augmenting institutions

· Optimism
· World Growth Should be Increasing Not Decreasing

· End of Communism

· Third Industrial Revolution

· Communication, Biotech

· Integration of Europe

· Global Order transformed to Cooperative Game

· Why is it not increasing? 

· Lost Dynamism in Europe (pro labor)

· Social protection from competition

· Status quo preservation

· Cultutral bias away from business

· Lost Dynamism in Japan (pro business)

· Linkage between government and business

· Unfriendly to imports

· No financial failure mechanism

· Results: Fall in productivity Growth
· Inflexibility in labor & products markets

· Graying of population and tax burdens of social support

· Accelerating pace of change  - raising the costs of inflexibility

· China’s Impact on Other Countries
· Maintained an undervalued currency

· Products have been cheaper

· Increased exports

· China has grown faster at the expense of other countries

· Larger accumulation of foreign exchange reserves and foreign asses

· China’s impact on the US

· Slower real economic growth

· Less capacity utilization

· slower earning growth

· Slower employment growth

· Less inclusion

· Larger trade deficits

· Lack of pricing power

· The Financing Identity: The twin Deficits

· Private Savings + Government Savings + Net foreign capital inflows = 0

· 3.5 + -3.0 + -.05 = 0 historical
· 1.0 + -4.0 + 5.0 = 0 current 2003

· An Unsustainable Environment?
· Adjustment will likely take place

· Higher us interest rate

· Slower relative us economic growth

· Weaker dollar

· Relative weakness in us equity markets

· Fewer  benefits provided by US government

· Social security, defense, health care
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