PRECESSION

n a fashionable arrondisse-

ment of Paris lived a well-

known publisher who
had made his reputation with an excel-
lent multi-volume collection of the
history of France. He was in poor
health, and died when his son, Leén,
born in September 1819, was just nine.
Leén was also frail, with one eye my-
opic and the other hyperopic, giving
him an awkward appearance, and he
preferred to be alone most of the time.
He was sent to a fine school, but his
teachers thought him lazy, and his
mother was forced to withdraw him
and hire tutors for him at home. Indif-
ferent to academics, Le6n was gifted
mechanically, and as a boy built so-
phisticated working models of a steam
engine and a telegraph. His mother
thought this dexterity would make him
a fine surgeon, and she enrolled him in
medical school where he excelled. That
is, until he passed out at the first sight
of blood. He soon gave up on a medi-
cal career.

One evening, Leén attended a
talk by Louis Daguerre, the inventor of
photography, and threw himself into
mastering this very complicated chemi-
cal process. He invented a powerful
electric light source that enabled him
to take the first photographs ever
taken through a microscope, and in
1845 he took the first photograph ever
of the sun (providing the first visual
evidence of sunspots). Five years later,
he proved the wave theory of light by
building a steam engine to drive a spin-
ning mirror to show that light travels

slower in water than in air.

All of these experiments made
him well-known in Paris, but still, he
was an amateur, without a degree or a
job, snubbed by the scientific commu-
nity. He was eventually to die young, at
the age of 48, probably from mercury
poisoning, but not before conducting a
demonstration that would confirm him
as the greatest experimental scientist in
history.

Proving a theory is an impres-
sive accomplishment, but the greater
significance comes from the implica-
tions of that proof. In other words,
understanding our world is a huge
achievement, but using that under-
standing to illuminate how the future
may unfold, well, that’s truly impres-
sive. Experiments conducted more
than a century ago are relevant to our
world today, and may even help us
make sense of the current economic
environment.
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olatility, long dormant, returned

briefly in the first quarter of the year.

In late February, a rumor that margin
requirements were about to be raised prompted Shang-
hai shares to sink 9% in a day. Following the sun, mar-
kets in Asia, then Europe and finally New York were
jolted, and joined in the sell-off. It had been three years
since US equities declined more than 3% in a single day,
the longest such stretch on record. The 3 %2 % drop in
the US market had no legs, however, and equities ended
the quarter up modestly, near new record highs.

Chinese shares recovered most of their losses,
but not so in Venezuela, which declined 11% in the
quarter, the worst showing in the world. Best was found
in Peru and Morocco, each up about 25% last quarter
for reasons that are unclear to us.

ritics will point to the many risks and

imbalances in the global economy, and

we’ll come to them, but the fact is the
world economy has been strong on many fronts. In the
US, household net worth is at a record high, industrial
production and capacity utilization are strong, and for
all the headlines about sub-prime mortgages imploding,
banks are in solid shape (see Graph 2).

Yes, residential construction activity has
plunged, but commercial construction has picked up
the slack (see Graph 3). Over the past 50 years, every
precipitous decline in housing starts, with one excep-
tion, was followed by a recession. The exception was
1966, when inflation was contained and 10-year Treas-
ury yields were 4.5-5%, coincidentally, an apt descrip-
tion of our current environment.

Corporate profits, as we’ve discussed before,
are near record levels (see Graph 4) and profit margins
are the highest in over 50 years. Corporations are di-
recting this torrent of cash flow towards re-levering by
aggressively reducing their equity (see Graph 5, pg. 3).

Of course, the contrary view of these record
profits is that conditions can only get worse from here.
Real (inflation-adjusted) earnings have surged 192%
from March 2002 through December 20006, but over
the very long-term (since 1881), real earnings have
grown by only 1.5% p.a. (see Graph 6, pg. 3). Burton
Malkiel of Princeton has pointed out that real earnings
were zero from 1900-1947 and again from 1967-1987.
Mean reversion will pull profit growth lower, and we’re
already seeing that. After 16 consecutive quarters of
double-digit earnings growth, an all-time record, that
streak will likely end this quarter or next.

hen the US sneezes, the world

catches a cold goes the old expres-

sion meant to convey the world’s
dependency on its largest economy. We’ve painted a
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NET US EQUITY SUPPLY BY COMPONENT
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reasonably robust picture of the US economy, but we
are really the laggards around the globe. Over the past
yeat, our GDP growth has trailed Europe, the UK, Ja-
pan and Canada, not to mention China, India, Turkey
and Ecuador, and the gap is widening (see Graph 7).
This year, US GDP, about one-quarter of the global
economy, is estimated to grow by about $525 billion.
Amazingly, China, about 4% of the world economy,
will add approximately $420 billion to world growth
(see Graph 8), highlighting the extraordinary divergence
of growth rates that we can extrapolate as indicative of
the spread between developed and developing econo-
mies. We used to call these countries “Third World,”
but as half the global economy now emanates from
here, we suspect that phrase has been relegated to the
history books. It is these countries that are the engines
of wotld growth.

None of this has been lost on US corpora-
tions, whose profits have become more dependent on
foreign activity, fitfully but inexorably, over the past 60
years (see Graph 9, pg 4).

Source: IMF, Morgan Stanley Research, Graph Courtesy: Morgan Stanley

Something does feel inexorable to us about
this relative growth trend. Barring some calamitous ex-
ogenous event, such as a catastrophic wat or an asteroid
strike, it does seem “right” that 80% of the world’s
population “should” have a bigger role in the world
economy, as it did for most of world history (see Lion’s
Gate, January 2007). To supportt our inevitability argu-
ment, we turn to Diego Comin and William Easterly of
NYU and Erick Gong of UC-Berkeley who, remarka-
bly, found correlations between wealth today and tech-
nology adoption 500, 2,000 and 2,500 years ago (see
Graphs 10 & 11). So, it appears that not only is China’s
rise inevitable, it is pre-ordained.

nevitable or otherwise, this divergence of

relative growth between developed and

developing economies has led to some
“extreme” imbalances in the global economy, including,
Z.a., record US trade and cutrent account deficits (see
Graph 12, pg. 5) and the concomitant record reserves
held by our trading partners.

A current account deficit does not mean a cut-

429 Santa Monica Blvd., Suite 500 * Santa Monica ®* CA *® 90401 * (310) 393-6300 * (310) 393-6200 Fax * www.angelesadvisors.com




PAGE 4

FIRST QUARTER 2007

FOREIGN PROFITS AS PERCENTAGE OF TOTAL CORPORATE
PROFITS, 1948-2006

for our deficits by a rising protectionist tide in
Congtess that threatens to make the leap from
idiotic to dangerous. The reductionist view is
that the developed world’s low interest rates,

inflated asset (especially property) prices, trising
leverage and debt burdens and negative (in the
US) savings rates all stem from the mercantilist
currency policies of China and others.

We’re not persuaded by these crude
(and fallacious) arguments. Savings rates in Asia
have not changed much over the years, but
there has been a decline in domestic invest-
ment, as Stephen Jen of Morgan Stanley notes
(see Graph 13, page 5—savings and investment
are expressed as a percentage of GDP, and the
data include the massive investment boom in

rency’s value will decline (or rise); it simply represents a
financing gap, the amount of foreign capital that must
be imported to balance the account (about $60-70 bil-
lion each month for the US). Since the current accounts
of Europe, the UK, Japan and Canada have remained
reasonably constant over the years, the growing US
current account deficit is being financed by the devel-
oping world, principally Asia and the oil exporters.
China, alone, holds over $1 trillion of reserves, mostly
denominated in US dollars, and is singled-out for blame

Source: Burean of Economic Analysis; Graph Conrtesy Citigroup

China). From this perspective, “excess” savings
come not from rising savings rates but from
lower domestic investment rates.

Developing economies have been
enormously successful at generating export-led
growth, but the development of domestic investment
opportunities has been atrested for a variety of reasons,
Z.a., uncertain legal rights, political risks and historic
mactroeconomic volatility, as Ricardo Caballero of MIT
has argued. So domestic savings are re-directed out-
ward, principally to the financial assets of the US, but
also to real and financial assets around the globe. These
flows began in earnest following the collapse of Japa-
nese equities and property in the early 1990s, acceler-
ated at the end of the decade in the aftermath of the
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Asian currency crises and Russian
default, and have continued un-
abated with the rise in trade and oil

U.S. CURRENT ACCOUNT BALANCE
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the previous two decades. This
robust economic environment has
enabled corporate and sovereign debt to be reduced,
and as noted above, net equity issuance has declined.

These powerful, secular forces have con-
verged: an outflow of savings from developing coun-
tries due to poor domestic investment opportunities
and a scarcity of assets, both financial and real, to ab-
sorb these flows. It is no surprise, then, that valuations
are rich across virtually every asset class.

In the classic economic model, huge current
account imbalances must be corrected by a currency
adjustment, and the bigger the deficit/surplus, the big-
ger the devaluation/revaluation. That is because, his-
torically, imbalances have been caused by excess liquid-
ity, leading to rising inflation that can only be halted by
monetary tightening. But in the framework we’ve de-
scribed, it’s not excess liquidity that has caused these
imbalances, but the reverse: the huge current account
imbalances, driven by these secular forces described
above, are the source of global liquidity.

The powerful forces driving these dynamics
are not likely to shift suddenly. As a consequence, these
imbalances are likely to be of greater magnitude and
sustained for a longer period than we have experienced
before. Some see a fragility in these massive current
account deficits/sutpluses, but there is also a height-
ened mutual dependency. It’s this reliance on each
other that will keep the world spinning.

year after he validated the wave the-

oty of light, L.e6n staged his most dra-

matic public demonstration. From
inside the top of the cupola of the prestigious Paris Ob-
servatory, center of world scientific research, he hung a
pendulum designed to move freely without resistance.
It had long been accepted, but never proven, that the Earth
rotates, and Le6n postulated that a pendulum, once set
in motion, would retain its plane of swing while the
Earth rotated beneath it.
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He set his pendulum in motion above a circu-
lar ring with marked intervals. Before the leading scien-
tists of Europe, with the pendulum behind him, he pre-
sented his paper and his famous sine law: T=24/sin ¢,
where T'is the time in hours for the pendulum to return
to its original position and g is the latitude at which the
experiment is conducted. At the poles, T' = 24 hours,
and at the equator, the pendulum does not rotate at all.
Two weeks later, a distinguished panel of experts pro-
vided the mathematical proof of the sine law, and in the
interim, everyone could see with their own eyes, how
the Earth rotated beneath Foucault’s pendulum. To
emphasize his point, later that year he invented the gy-
roscope, a device that remains fixed in space while the
Earth moves. There is not an airplane in the world to-
day, or a rocket or a spacecraft or a large telescope that
doesn’t employ Foucault’s gyroscopes.
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recession refers to the movement of the north star in 12,000 years, as it was 14,000 yeats ago. So
Earth’s axis of rotation with respect to Polaris will return as the north star in about 26,000
inertial space. It is caused by the differ- years.
ential gravitational forces on the Earth from the Sun All this spinning may seem like our planet is in
and the Moon. Not only does the Earth rotate, its axis a precarious balance, and perhaps that’s true. But an
of rotation shifts too. Imagine an infinite line drawn object in motion remains in motion unless an external
through the poles. Today, the North Pole aligns with force is applied to it. Capital flows and economic dy-
the star Polaris (the “North Star”), but 4,000 years ago namics may seem imbalanced, but these are forces that
it was the star Thuban. The brilliant Vega will be the make the world go ‘tround. —=&=
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