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WILBERFORCE

ritain’s rise as the

dominant world

power for over four
centuries was propelled by
two foremost, and comple-
mentary factors: its mercantil-
ist economic policies and the
preeminence of the Royal
Navy. It is moot as to cause-
and-effect of these two
forces, but it suffices to say
that they were mutually rein-
forcing: the power of the
Royal Navy enabled Britain
to establish and expand its
overseas empire (on which
the sun never set), while the
wealth of these colonies pro-
vided the financial support for the Royal Navy.

It was not the wealth, per se, of Britain’s colo-
nies that sustained the power of the Empire;
Spain’s possessions, for example, were argua-
bly far wealthier. Rather, it was the mercantilist
system that not only exploited the wealth of
the Empite, but magnified it, thus allowing
Britain to accrue enormous economic, political
and military power. In its most simplistic form,
mercantilism was based on the exchange of
raw goods from the colonies for manufactured
goods made in Britain. In practice, a triangular
trade was at the core of the British mercantilist
system: British manufactures, especially guns
and ammunition, wete sent to Aftica for
slaves, and slaves were shipped to the British
West Indies and North America to work the
plantations of sugar, tobacco and cotton,
among other commodities, which were then
sent back to Britain.

Thus did the British Empire rival, and in many
ways surpass, the ancient Roman Empire for
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sheer breadth and world domination. Mercan-
tilism was eventually discredited as an eco-
nomic system by Adam Smith and David Ri-
cardo, among others, for its inefficiencies, but
it also came under attack (mainly by the Quak-
ers) for moral reasons, since a key linchpin of
the system was the slave trade. Unfortunately,
evidence of the unimaginable abuses and argu-
ments against the inhumanity and moral turpi-
tude of this practice made little headway with
politicians and the ruling class as long as the
slave trade created enormous wealth.

We know that the slave trade was eventually
abolished, but instead of exaltation, history has
largely forgotten the man who, neatrly alone for
many years, championed its abolition. The
patience, persistence, fortitude and determina-
tion of this exceptional man to persevere
through enormous political obstacles over
many years is inspiring, and holds lessons for
us today.
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panies that are most stressed,
those with the lowest absolute
share prices, have led this rally, more

than doubling in Europe and nearly
tripling in the US (see Chart 2).

Risk was in the fore in other markets
as well. Indeed, equities are plodding
in comparison to the credit markets.
High yield (née junk) bonds added
14% in the quarter, but the real juice
was among securities in or near de-
fault; they surged 35%. Non-
investment grade debt is having its
best year in history, up 49% in 2009,
but that masks the 105% gain in the °
lowest of the lowest credits. These
phenomenal results must be seen in
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the context of the catastrophe of
2008. Spreads widened to apocalyptic
levels, only to recover with remark-
able speed (see Chart 3). It’s as if the markets
are determined to erase the memories of 2008
as an aberration; a nightmare to be sure, but

Sources Moody’s, Yield Book, Courtesy: Morgan Stanle

transitory and blurry in the new light of day.
The fact that 70% of outstanding high yield
debt matures in the next five years is clearly a
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problem for another day (see Chart 4).

There are (thankfully) few historical exam-
ples of significant market declines amidst a 25%
troubling economic backdrop. But in the
few we can find (1938 and 1974; see Chart
5), +50% rallies off the lows, as we’ve ex- 15%
perienced this year, are expected. Subse-
quent performance, however, was less than
stellar, for many years, and we may be ad- 5%
vised to check our expectations.
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spurted this rally, but there have
been positive economic data to

Courtesy: Morgan Stanley
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sustain it. Manufacturing is expanding, as sig-
naled by the ISM diffusion index moving de-
cidedly above 50 (the fulcrum between expan-
sion and contraction — see Chart 6). Global

Source: FactSet Research Systems

omy rebounds as increased output is produced
without requiring additional resources of capi-
tal or labor. Indeed, the economy is operating

semiconductor sales surged 8.2% in Septem-
ber, the seventh straight monthly gain, and the
largest in over 23 years.

Productivity surged last quarter at a 9.5% an-
nualized rate, helping sustain corporate profits,
which have risen each quarter this year. Corpo-
rations have benefitted from falling wages and
lower capital spending, and cash is building up
as balance sheets strengthen.

Rising productivity is also favorable for infla-
tion prospects, consistent with previous recov-

ery petiods (see Chart 7, pg. 4). Inflation typi-
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cally falls, and productivity rises, as the econ-

Source: ISM, Federal Reserve
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TABLE 1
CUMULATIVE CHANGE IN YEAR-ON-YEAR US CORE UTILIZATION RATES, SELECTED DATA
CPI OVER THE, LAST EIGHT BUSINESS CYCLES P R p— m—
Sector of economy level term avg. 3:; capacity (std.
(%) (%) deviations)
Goods sector
Manufacturing capacity utilization B6.6 809 1948 29
ISM manufacturing operating rate B67.0 8286 1985 a7
Mining capacity utilization 822 873 1967 1.3
Service secfor
ISM nen-mfg operating rate 80.1 a6.1 1998 31
Hotel occupancy rate* 564 625 1987 27
Idle large commercial aircraft 84 54 1975 14
Core CPI yoy rate Utilities capacity utilization 787 877 1967 1.9
declined over three years
following the end of the recession Housing/real estate sector
inseven of the last eight cycles Rental vacancy rate 106 72 1956 23
QOwner-occupied vacancy rate 25 15 1956 25
Office vacancy rate 16.5 15.1 1986 04
12 % T 6 12 18 24 30 36 42 48 Industrial vacancy rate 124 7.8 1981 21
Based on US recessions ended 5/1958, 3/1961, 12/1970, 4/1975, 8/1980, Retail vacancy rate 17.6 12.9 1982 14
12/1982, 4/1991 and 12/2001. L abor market
Sonrce: NBER< Burean of Labor Statistics, Goldman Sachs Research and MSIM Unemployment rate 9.7 56 1946 27
{1/4 fb Underemployment rate™ 16.8 93 1994 41
mang ¢ * Seasonally adjusted by GS using Census X-12 procedure.
most _fjﬂb[g ** Labor Department's "U-8" unemployment rate.
A . . . Source: Dept. of Labor. Dept of the Census. Federal Reserve. \natltmg for Supply Mgmt
dﬂd brﬂﬂdeﬁf WeH—belOW Capaclty, and it Wlﬂ hkely be 2 num- CB Richard Ellis. OAG Awiation. Property and Portfolio Research. Smith Travel Research
measures of ber of years before we see more normal levels Source: Goldman Sachs
economic of employment and production. By some
health is found measures, spare productive capacity is the n
m power highest since the 1930s, at extreme levels in
nsave.” . . MFG CAPACITY UTILIZATION
ge- many industries (see Table 1).

All this spare capacity may alleviate near-term
inflationary concerns, but it is a symptom of
deeper economic stress, exemplified in the
employment data (see Chart 8). The official
unemployment rate spiked above 10% last
month, for the first time since 1983, and in
some ways, the picture is even worse. Hours
worked are near record lows and the median
duration of unemployment is at a record high
(see Chart 9). Payrolls have declined more than
5%, the largest drop since records began in
1948. The broadest measure of un- and under-
employment, counting people who have given
up looking for jobs as well as those working
part-time who would like to have full-time
employment, is now at a record high 17.5% of
the labor force. Employment follows eco-
nomic recovery, but still, there are elements of
the data that appear more structural than cycli-
cal in nature. If so, expect elevated levels of
unemployment for years to come.

Among the most stable and broadest measures
of economic health is found in power usage.
Power demand rarely contracts, even in reces-
sions, yet 2009 will likely see the largest drop in

& UNEMPLOYMENT RATE (%)
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demand in at least 60 years (see Chart 10).

ealth was destroyed on a massive

scale in the financial meltdown, and

while some of it has been recov-
ered, it will likely be years before former levels
are attained. In 2008, every equity market in
the world declined, as global equities lost
nearly half their total value. Residential real
estate values fell more than $5 trillion, and
through mid-2009, nearly $30 trillion of house-
hold and investor wealth was erased. Some of
that has been recovered with the rebound
in equity markets, but the damage has been

Jata, Credit Suisse estimates, Bloomberg, Courtesy: Credit Suisse

(equities, debt and bank deposits) grew four
times as fast as the global economy. Liberaliza-
tion and globalization of finance, and techno-
logical innovations such as derivatives and
securitization, propelled this explosive growth
in capital markets.

There are reasons to believe that the days of
rapid growth of financial assets are over, at
least in the developed world. Partly, this is po-
litical, as a tighter regulatory regime will im-

severe.

One of the drivers of global growth has
been cross-border capital flows, which have
exploded over the past two decades. These
flows rose from $1 trillion in 1990 to more
than $10 trillion in 2007, only to collapse
last year (see Chart 11), and an important
source of economic growth has yet to re-
vive.

In addition to this loss of wealth, the finan-
cial crisis halted the three-decade expansion
of global capital markets. For the first eight
decades of the 20% century, financial assets

grew in-line with GDP, with the exceptions
of wars, when government debt surged. But

THE FALL IN GLOBAL CAPITAL FLOWS IN 2008
WAS DRIVEN BY A DECREASE IN BANK LENDING

OrDI

[JEquity securities

[HDebt securities

.Lending and deposits  10.5

Total cross-border capital inflonst
$ Trillion, using 2008 exchange rates for all years.

1990 1995 2000 2001 2002 2003 2004 2005 2006 2007 2008

EA: of

lobal GDP 4.7 5.4 13.5 9.4 7.8 9.9 133 159 173 20.7 3.1 |

1 Capital inflows represent net purchases by
local banks.

Note: Figures may not sum due to rounding.

DI, equityand debt securities, as well as deposits and loans to

from 1980-2007, world financial assets

Sources: McKinsey Global Institute Cross-Border Capital Flows Database

“One of the
drivers of
global growth
has been cross-
border capital
Slows, which
has exploded
over the past
two decades.”
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pose limits on capital expansion. Mostly,
hinder growth. GDP, 19292009 YTD & SECTOR SHARE BREAKDOWN

Total US debt, as a percentage of US U.S. Domestic Credit Market Debt as % of GDP, 1929 — 2008 YTD
_ ) & Sector Share Breakdown
GDP, is now at a record high (see Chart 350%
12). This is not a short-term phenome-
non, a temporary spike due to one-off
factors. Our debt ratio has been accelet-
ating for 30 years. A positive aspect of
leverage is that it magnifies growth; in
other words, our growth rate has been
higher than it otherwise would have been
without the level of debt employed. Un-
, . b Households

fortunately, we’ve become very depend- ox; S S S ———

. . 1920 1934 1939 1944 1949 1954 1950 1964 1969 1974 1979 1984 1089 1994 1999 2004 2009
ent (addicted?) on leverage, as we require

an ever-increasing amount of debt to

300%

250%
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Financials

200%

Government

U.S. Credit Market Debt / GDP (%)
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generate a unit of GDP. We are twice as /7" [ an oo con 6 , ‘ it Time 1o the Prosar
dependent on debt for our growth as we Neil Mcleish, Serena Tang, Morgan Stanley Research
were 30 years ago (see Chart 13).

Central banks responded to the financial crises

with an unprece.dented range of actions that US ECONOMY: INCREMENTAL

averted a self-reinforcing spiral of deleverag- DOLLAR OF DEBT

ing. Politicians then contributed massive fiscal PER INCREMENTAL DOLLAR OF GDP
spending programs of debatable value that 53,2 —

ballooned fiscal deficits. US government debt
is expected to expand from 63% of GDP in
2007 to 100% of GDP by the end of next year. s14 sis
Debt ratios are actually higher in Europe, and
much higher in Japan, where a decade of fiscal
stimulus programs has government debt al-
ready at 188% of GDP, going to 226% of
GDP by next year. Government debt in the G-
20 countries is projected to be 118% of GDP

1950s 1960s 1970s 1980s 1990s 2000s

2000s = 1999-2008

Sources: Morgan Stanley Research, BEA, Federal Reserve

by 2014. Private sector debt has been swapped m
for public sector liabilities (see Chart 14), re-
sulting in fiscal deficits of once-unthinkable DEBT SWAPPED FROM THE PRIVATE TO

magnitude for as far we can see. PUBLIC SECTOR..

Change in US Domestic Non-Financial Debt™

The necessary deleveraging process was ar- 25 Other than Fed Govt
rested in the midst of the crisis, but the day of 20 B Fed Government
reckoning can only be postponed, not elimi- Lol
nated. It seems axiomatic that debt needs to '
contract to a level that can be supported by o
income, a process that will be long and painful. 054
The IMF estimates that banks globally have 0.0
written off $1.3 trillion of assets, but will even- o.5) “Dollar Change Over 4qtrs

1980 1984 1988 1992 1996 2000 2004 2008 2012

tually have to realize total losses of $2.8 tril-

Courtesy: Morgan Stanley
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The fear in the developed wotld is the struc-
tural nature of these challenges: not just high
unemployment, but longer unemployment; not
just excess industrial capacity, but a permanent
loss of production capacity; not a transitory
spike in fiscal deficits, but a multigenerational

debt burden.

ifferentiation is not a feature of cti-

ses: a receding tide sinks all ships.

Despite very different economic con-
ditions and policies, all countries saw a sharp
decline in output through 2008 to the begin-
ning of this year, when paths then diverged.
While the developed world hopes for signs of
stabilization, emerging countries have re-
bounded sharply (see Chart 15). Fiscal sur-
pluses, large international reserves and pro-
growth policies appatently do matter.

US investors may have missed how much op-
portunity cost there has been in holding a pre-
ponderance of assets denominated in dollars.
The growing current account deficit, requiring
the US to attract an increasing amount of the
world’s savings, was funded by a combination
of lower equity prices, higher interest rates and
a weaker currency. For a decade now, US eq-
uity returns have fallen by 50% relative to non-
US equities, in global currency terms, under-
performing the average equity market by 10%

1

1
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oldman Sachs

per annum since 2002 (see Chart 16).

The “home bias,” in which investors own a
disproportionate amount of assets based in
their home country, is prevalent for most in-
vestors, but there’s an argument that investors’
weight in emerging markets is far less than may
be appropriate. Emerging markets represent
12% of the world equity capitalization index,
but half of the world economic output, in cur-
rency-adjusted terms (see Chart 17, pg. 8). Per-
haps the “natural” order of the world is where
China and India alone account for half the

global output (see Chart 18, pg. 8).

illiam Wilberforce! was born in
Hull, county Yorkshire, in 1759, the

only son of a wealthy merchant
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1" The name is likely derived from “wild boar forest.”

“Perhaps the
“natural”
order of the
world is where
China and
India alone
account for
half the global
output.”
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family. He entered Cambridge in 1776, where
he met and befriended William Pitt, son of a
former prime minister, and future prime minis-
ter himself. They would be lifelong friends and
political allies. While still a student, Wilbet-
force was elected a member of patliament for
Hull. By all accounts, he enjoyed the active
social life of a young and wealthy up-and-
coming politician.

As a boy, following the death of his father, he
had been sent to live with relatives near Lon-
don, relatives who were followers of the re-
nowned evangelical Methodist minister,
George Whitefield. His mother put an end to
such shocking nonconformity by bringing him
home, but the evangelical seed was planted,
although it would lay dormant for many years.
His religious conversion began on a trip to
Europe in 1784, and he returned with an un-
shakeable religious conviction, harsh in self-

directly, and a vote was postponed. Again in
1790, Wilberforce raised the issue, and again
Parliament delayed. The following year,
Wilberforce introduced a bill to abolish the

criticism of his moral failings.

Under an oak tree at Pitt’s home?, Wilberforce
first publicly expressed his misgivings about
the slave trade to his friends Pitt and William
Grenville, the current and future prime minis-
ters. Pitt encouraged him to raise the issue in
Parliament, but it took Wilberforce two years
to muster the courage. In May 1789, Wilber-
force rose to denounce the slave trade, pre-
senting evidence of abuses and inhumane con-
ditions. Opponents pressed to hear evidence

2 The tree still stands at Pitt’s estate in Kent, and is known today
as the“Wilberforce Oaks.”

trade, but a conservative backlash following
the terror of the French Revolution caused it
to be easily defeated.

In each subsequent year, Wilberforce rose to
denounce the slave trade and move its aboli-
tion, only to be voted down each time. In
1804, his bill passed the House of Commons,
but too late in the session to be considered by
the House of Lords. In 1805, it failed in the
Commons. By 1807, Lord Grenville was prime
minister, Pitt having died the year before at age
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47. Grenville encouraged Wilberforce to rise
again in opposition to the slave trade. Twenty
years after his conversation with Pitt and
Grenville, eighteen years after first raising his
voice in Parliament, Wilberforce pleaded again
for the abolition of the slave trade. As the vote
was catried out, Wilberforce began to weep, as
he saw the tide had finally turned: his bill had
passed, 283-16 and the slave trade was offi-
cially abolished in the United Kingdom.

Despite the victory, and the hope that the end
of the slave trade would lead to the end of
slavery, the practice persisted, as few countries
joined suit? and many British ships circum-
vented the law. Prohibiting the trade did not
inhibit the institution, and so Wilberforce ar-
gued again each year in Parliament for the out-
right abolition of slavery. In 1833, Wilberforce
contracted influenza. The 74-year old made a
final public speech against slavery, and in July,
the government honored Wilberforce by for-
mally introducing in his name a bill for the
abolition of slavery. Three days later, Wilber-
force died, and the next month, Parliament
passed the Slavery Abolition Act, freeing the
British Empire of slavery. Wilberforce had
asked to be buried with his family, but at the
insistence of Parliament, Wilberforce was but-
ied at Westminster Abbey, close to his friend,
William Pitt.

It is worth quoting from his speech to Parlia-
ment in 1791, years after he decided to press
for the end of slavery, but many, many years

3 The United States abolished the slave trade in 1808.

before he was to attain that goal:

Let us not despair; it is a blessed cause, and success, ere
long, will crown our exertions. Already we have gained
one victory; we have obtained, for these poor creatures,
the recognition of their human nature, which, for a
while was most shamefully denied. This is the first
[fruits of our efforts; let us persevere and onr trinmph
will be complete. Never, never will we desist till we have
wiped away this scandal from the Christian name,
released onrselves from the load of guilt, under which we
at present labour, and extinguished every trace of this
bloody traffic, of which our posterity, looking back to
the bistory of these enlightened times, will scarce believe
that it bas been suffered to exist so long a disgrace and
dishonour to this country.

Wilberforce fought for twenty years to abolish
the slave trade, and fought for another 26 years
after that to see the end of slavery altogether.
His persistence and perseverance strike us as
extraordinary, even more than 200 years later.
Our own economic challenges are not over;
indeed they may
only be begin-
ning. William
Wilberforce’s
example reminds
us success can be
achieved, if the
cause is just,
given sufficient
determination
and time. %
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