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An Unpleasant
Recent Past for the
US Equity Market



HEeaUVEENESHIGCHONOIrJUust Destruction???

‘Head & Shoulders’ above the rest,
6 yrs'& back 16 the old S&P 500 levels
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Process of Adjusiment nas neern Difficult
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Daily Movements > Shaded Area Should Only Occur Once per 120yrs!!
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‘Fat-Tails’ in S&P 500 Distribution
Implies Standard VaR is Misleading




ARUMASESENIDCatiIon 1S Back In Vogue......

US Bonds

US Equities

Value dichotomy Implies that Bonds vs
Equity Call has been Crucial for 3yrs
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YoY % US GDP Performance through
the Dip
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Past 3yrs Global
Bond/Equity Tradeoff

- Hypothetical Zero
Diversification Benefit
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1990's Global
Bond/Equity Tradeoff
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Portfolio Risk

Curvature on Bond/Equity Efficient
Frontier has orice more Started to Appear



Is the turnaround

Just Down the
Road?



Towin’s ¢ ~tn
Flizince SECIor ¢

a rraclitional GEM lInk oeiween the
the'RReal Economy.....

Stlll Slgnalmg an Investment Turn
But averages don’t equal marginals



a,c tr Je J le n;ss sector

Tw o Factors to Note: Pace of
Balance Sheet Destruction not as
Severe as Early 1990s Recession &
Rate of Destruction is on the Decline

Net Worth on the up &
not in as bad s state as
the early 1990s

3rd Quarter Flow of Funds Data are

Encouraging



tor Balance

Declining Hhold Net Worth is not a good
sign for the longevity of any pickup.
Should interest rates rise - as inevitably
they must - the US Household sector is

very vulnerable
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Declining Net Worth is a sign of the ‘ ||

degree of the retail participation in the
last Equity bull market along w ith the
current excesses of the housing bubble

Eventually, these ‘chickens’ must come
home to ‘roost’



History illustrates
that not all the
Recent Bubble
Experience is

Necessarily
Exceptional



Su Wnzat's all tne fuss Apout? Lincdleoerger ( 973)
HEiEEERElvViarket Bubbles are Not Unc OrnNInon

* Kindleberger Iabeled financial crises “ A Hardy
Perennial.

: ':- S y%lf of the 19th century

s PeriodiCityzl
84’6 1826, 1837, 1847, 1857,

abdute e [ +-
& 1866. .7

e 0 chts of _)3 re M tallnc Coins (1618-23), tulips
(1636-40)HG §{176 Sth\Sea Bubble (1720), British
Eastiitiai ompan 72) \Dutch East India
Com ﬁy (1772’ 1783 j/arious Commodities (1799,
j 6 184 4 1857 1§(61 nglls Country Banks
(1750,1‘4:293 1824)) Gandls (1793, 1820s, 1823),

I t «rs 1888, 19229 Foreign Mines
(1825 1*18 ' Buﬂ’élpg Sites (1825)1830-42, 1843-62,

1853- 77 18; r8 1933, 1872-3; 1925, 1970 1980)............

8

N



1 F_’-‘_."L'-':"F_?:'"!F_’-i'.t'.
Ahilitr

For the Financier the Problem remns where
on the Distribution lies Entrepreneur



th encodgenize ine Enireprenalr witnin a Moclel
onorle Growin?
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Start with the Ubiquitous Intertemporal Utility function

Have some pretty simple Conditions for the Production

and' R&D Sectors - Labor only




peyoEndpgenize the Ent
PRECORPIIEAsrowth? = Part

And derive the stability conditions for financiers under
perfect information =
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vx encodgenize ine Enireprenalr witnin a Moclel
onorlec Growin? - Part 1]
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And derive the stability conditions for financiers under
imperfect information (using a heuristic trading rule)
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Throw everything togethe and solve under conditions of
perfect information and |mperfect mformatlon




o

)

f

k/

pEneygenize the Ent
conomic Growtn? - Part

m

And link the rate of entrepreneurlal innovation to
economic growth




As za final worel, 1 rnzy oe that there Is a legacy of
oosltve exxarnzlities Flowing frorm BUboles anywsay

1974-1990 199119-95 1996-2001

Oliner & Sichel (2002) FRB highlighted the
Contribution to Labor Productivity from IT
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o [t appearsias;though the US Economy is on the

mendibut one shou'ldmnot expect a smooth linear
trajecltory,.- e WeaKIless of the US household sector

baISInc "“"5 ‘Jﬂ- a concern.

 Even thoug ‘t; p.r of magnitude of; the
p\ ent bub ¥ and ts subsequent fallout)
appearsiaun i* arge LIS needs to be placed
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. oIk pIIy, one shotid expect both bubbles
1d | a*ramarkg‘tm theSftiture\The problem with

/efflmi%‘ggour [aca on ex-ante versus what
is appropriate exg t remains a\problem just so

long a§ tr. e entr je‘neunal talent\.remalns
4 difficultto ﬁge 'a‘_
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FOR INFORMATION ON RECENT INVESTMENT BANKING RELATIONSHIPS BETWEEN
MERRILL LYNCH AND THE COMPANIES COVERED IN THIS REPORT, WHICH YOU
MAY CONSIDER MATERIAL, SEE www.ml.com/research/disclosure.asp.

OPINION KEY: Opinions include a Volatility Risk.Rating, Intermediate-Term and Long-Term Investment Ratings and an Income Rating. VOLATILITY RISK RATINGS,
indicators of potential price fluctuation, are: A'- Low, B - Awerage, C - Above Average, D - High. INTERMEDIATE-TERM INVESTMENT RATINGS, indicators of expected
total return (price ap'precistion‘plus-yield)q\i/ithinﬁl -month pe'rii')d from the date of the initial rating, are: 1 - Strong Buy (minimum 20% -- more for High Risk securities); 2 -
Buy (minimum 10%); 3 - Neutral (0- 10%); 4 - Rsﬁ?lz

/Sell (negative return); 6 - No Rating. LONG-TERM INVESTMENT RATINGS, indicators of fundamental company
factors demonstrating potenti ta'l‘letufﬁ for the 3-year ‘Esg‘ofirom the date of the initial rating, are: 1 - Strong Buy (aggregate minimum 40%); 2 - Buy (aggregate minimum
ative

20%); 3 - Neutral (aggregat ;4 ;‘Reduc_e/%e turn); 6 - No Rating. INCOME RATINGS, indicators of potential cash dividends, are: 7 - same/higher (dividend
considered to be s¢ cure); 8 %n.(ﬁividend considered be secure); and 9 - pays no cash dividend.

Copyright 2002 Merri Pien:k;fenner & Smith Incorporated (MLPF&S). All rights reserved. Any unauthorized use or disclosure is prohibited. This report has been
prepared and issued &S and/or one of its a tes and has been approved for publication in the United Kingdom by Merrill Lynch, Pierce, Fenner & Smith Limited,
which is regulated by A; has been considered and distributed in Australia by Merrill Lynch Equities (Australia) Limited (ACN 006 276 795), a licensed securities dealer
under the Australian Corg tf§n§ Law;is distributed in Hong Kong by Merrill Lynch (Asia Pacific) Ltd, which is regulated by the Hong Kong SFC; and is distributed in Singapore
by Merrill Lynch Interna Bank Ltd (Merchant Bank) and Merrill Lynch (Singapore) Pte Ltd, which are regulated by the Monetary Authority of Singapore. The information

herein was obtained fi tee its accuracy, or completeness. Additional information available.
-! T any opinion expressed constifutes an offer, or an invitation to make an offer, to buy or sell any securities or any options, futures or other derivatives
curities edlinvestments"). MLPE&S and its affiliates may trade for their own accounts as odd-lot dealer, market maker, block positioner, specialist and/or
ecqrit.jegof this issuer(s) or in relatediinvestments, and may be on the opposite side of public orders. MLPF&S, its affiliates, directors, officers, employees and
nefit programs may have a long or short position in any securities of this issuer(s) or in related investments. MLPF&S or its affiliates may from time to time perform
or other services for, or solicit investment banking or other business from, any entity mentioned in this report.
arch report is prepared for general circulation and is circulated for generalinformation only. It does not have regard to the specific investment objectives, financial
; d.t'hq particular needs of any specific person who may receive this report., Investors should seek financial advice regarding the appropriateness of investing in any
i ics or investment strategies discussed or recommended in this report and should understand that statements regarding future prospects may not be realized. Investors should
i noﬁbe{hat income from such securities, if any, may fluctuate and that each security's price or value may rise or fall. Accordingly, investors may receive back less than originally
.invested. Past performance is not necessarily a guide to future performance.

" ' Foreign currency rates of exchange may adversely affect the value, price or income of any security or related investment

~ mentioned in this report. In addition invesq securities such.as ADRs, whose values are influenced by the currency of
the underlying security, effectively assume curr ney risk.
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