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How did we get into this mess?

Wall Street is Main Street now

“There's no question about it. Wall Street
got drunk”
G.W. Bush, July 2008

CORRECTION:

The American economy got drunk.
Wall Street was just the bartender.
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« Half of US households are invested in the stock market
through mutual funds and 401(k) plans

« Thanks to mortgage securitization and low interest rates,
most homeowners with mortgages refinanced them
during the first half of this decade

¢ The personal savings rate (employment income —
spending) in the US turned negative in 2005 for the first
time since the Great Depression

¢ Butdon't worry:

“The decline in an often-cited aggregate personal saving rate
may not be cause for much alarm for retirement
preparedness. Much of this decline can be attributed to
spending triggered by wealth increases from capital gains on
housing and financial assets.” (Economic Report of the
President 2006)
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Due to this “wealth effect,” the housing bubble disguised
weaknesses in the real economy

Was the housing crash utterly unpredictable?

* Americans extracted perhaps $800 billion per year in
home equity from 2004-2006 — about 9% of US disposable
income (Greenspan and Kennedy, 2008)

¢ Housing price increases fueled economic activity and job
creation in retail and housing sectors
— One-quarter of new jobs created between 2003-2006
were in housing-related industries

— There were 400,000 mortgage brokers in 2006
— And 1.2 million real estate agents

- Roughly $300B/year went for personal consumption,
promoting growth in retail employment
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The mortgage crisis IS a symptom of a broader
transition in economic institutions

This represents a Copernican shift in American society

¢ The US has shifted from an industrial to a post-
industrial economy

* Employees are less tied to particular employers
located in particular places

* Households are more tied to financial markets
through college and retirement savings invested in
mutual funds, credit card payments tied to LIBOR,
and mortgages ultimately owned by dozens of
different financial institutions
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Manufacturing employment is increasingly rare in the US

Post-industrialism (def. 1): “the majority of the
labor force is no longer engaged in agriculture
or manufacturing but in services” (Daniel Bell,
1973)
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o As of March, more
SESEIFSLSEIELS Americans were

unemployed than

were employed in
manufacturing

Proportion of US private labor force employed in
manufacturing and retail, 1939-2008 (Source: BLS)
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The US still leads in manufacturing value-added...

...it just doesn’t require employees to do it (cf. agriculture)

US global share of value added in manufacturing
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‘THE WALL STREET JOURNAL
Lean Factories Find It Hard to Cut Jobs Even in a Slump
By TIMOTHY AEPPIL snd JUSTIN LAHART

SPARTANBURG, 5.C. — At a fuctory beve that churns out plastic parts for everyiling from spray cans vo blasting caps, laying off just one
worker can be more trouble than it's worth.

The plant, owied by Cheveland-based Parker Hunsifin Corp., has became solean over the pant decade that many assenbly lives rua with only o
handful of highly traimed workers.

S il Tayeffs have driven the 115, oy rate 1o its highast in 96 years, Parker and other companias liks it ars responding to
thie sluip i mote surgscal ways, maialy by catting hewrs and sheddisg temporary vorkens,

“Becamse of prod A, ol my propl Il Ee todday, " sava Thomadd Wiaklh Parker's chiel executive.
tn 3000, tha averags Farker worksr reprassntad abont $135.000 2 year in salas. Teday, that figurs tops $200,000. *If 1 nasd to et back, 1 have
o cut buck feves people b achievs the sasme goal *

Simmiar trims are taking place at each of Parker's neasly yoo factories. And to varving degress, this s happesing at thousands of other large and
small factarias serous fha 115
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Employers Hold Off on Hiring
By TIMOTHY AEPPEL ard CONOR COUGHERTY

(Companies across the economy are holding off on hiring even as the profit outleok improves, amid economic
uncertainty and their own success at raising productivity in rough watess.

Hiring always lags behird in economic recoveries, but the outlook this time is worss, many economists say. Most
now expect ap d period of high ployment, even though the govermment is expected to report
wext week that the economy grew in the third quarter, after four quarters of contraction. That is sure to frustrate the

jobless and could be a problem for the Obama administration.

There are several major factors behind the trend, which is coming on top of sharper-than-expected job cuts in the
recession, Many baginesses have nagging doubts about the durability of the upturn, attributing muek of the recent
growth in orders to & move by their customers to rebuild inventories and to government stiraulis spending, rather

than underlying strength in their markets

Businesses also face uncertainty about the potential costs of regulatory moves == such as an expansion of health care
and climate legislation -- that could drive up costs. Aud many emolovers have learned how to produce more witha
Ism,n]ler number of peop'e than thev previously thought possible.

The largest US employers have shifted from
manufacturing to retail and other services

10 Largest US Corporate Employers, 1960-2009

1960 1980 2009

GM AT&T WAL-MART

AT&T GM TARGET Wal-Mart now
FORD FORD UPS employs roughly as
GE GE KROGER many Americans as
US STEEL SEARS SEARS HLDGS  the 20 largest
SEARS IBM “AT&T” manufacturers
A&P ITT HOME DEPOT  combined

EXXON KMART WALGREEN

BETH.STEEL MOBIL VERIZON

ITT GTE SUPERVALU

Manufacturing Oil Services
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Ten industries with most-tenured employees

Ten industries with |least-tenured employees

Industry Tenure  Age %

Agriculture 14 a7 1.6
Utilities 13 45 0.9
Petroleum and coal products mfg 11 45 0.1
Forestry, logging, fishing, hunting 10 44 0.2
Electrical equipment, appliance mfg 10 46 0.3
Public administration 9 45 4.9
Transportation equipment manufacturing 8 44 1.4
Beverage and tobacco products 8 38.5 0.1
Paper and printing 8 43 0.9
Primary metals and fabricated metal prods. 7 43 14
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Source: 2004 Current Population Survey

Industry Avg tenure Age %

Internet publishing and broadcasting 0.5 425 0.0
Food services and drinking places 15 26 5.0
Private households 2 40 0.6
R de 3 38 19
Motion picture and sound recording 3 34 0.3
Rental and leasing services 3 36 0.4
Administrative and support services 3 40 33
Social assistance 3 41 22
Arts, entertainment, and recreation 3 38 18
Accommodation 35 40 13
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Source: 2004 Current Population Survey

Ties between companies and employees were fraying...

...and the slump is finishing the job

“The whole labor force of the modern corporation is, insofar as
possible, turned into a corps of lifetime employees, with great
emphasis on stability of employment,” and thus “membership
in the modern corporation becomes the single strongest
social force shaping its career members...”

Carl Kaysen, 1956

“If there's one thing you'll learn—and dot-coms have learned it in
the last year—is no one can guarantee lifetime employment...
You can give lifetime employability by training people, by
making them adaptable, making them mobile to go other
places to do other things. But you can't guarantee lifetime
employment.”

Jack Welch, 2001
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Slump Prods Firms to Seek New Compact With Workers

iy PHRED DVORAK 50

T THURM

The decp recession appears to be drawing to a close, but not its effect on the workplace.

Since the began, th ds of employ share of health-care costs or

reduced the smplayer contribution to retivement plans

have cut pay, incrensed worke

[Two-thirds of big companies tiat cut health-care benefits den't plan to restore them (o pre-recession levels, they
recenily told consuliing firm Watson Wyatt. When the firn asked companies that have trimmed retirems

Lenefits when they expect to restore them, fewer than balf said they would do se within a year, and 8

didn'e axpact to ever.

Changes like these are reshaping smployment in America, injecting uncertainty and delivering the jolting news

that pay can go down as well as up. The changes are eroding two pillars of the late-zoth-contury smpleyment

P employ Tonefits and employerpaid health eare,

Even as Con

pressure

23 wrestles with how to oxtend health to ] » palting
wplovers to offer cov
lealils plars or weighing such o move.

v, some companies feel they have no choice but to pull back - dropping

ugh smplerers pay a smaller perssntage of health coete. their dellar sutlays sontinve to siee
Biti do. Employers that offer health spend an average of 56,700 per empioyes on it

v e s smach s 0 2001, according o consulting i Hewitl Associates




Long-term attachments to employees can be costly...

...s0 most employers have abandoned traditional company
pensions in favor of relatively portable 401(k) plans

“Our legacy costs in pensions and health care are an
area of significant competitive disadvantage for us...
We're now subject to global competition. We're
running against people who do not have these costs,
because they are funded by the government.”

Rick Wagoner, CEO of GM, Feb. 2006
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Retirement Plan Trends: Participation by Plan Type:
Distribution of Private-Sector, Active-Worker Participants, 1979-2006
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Source: U.S. Department of Labor, Form 5500 Survey Report (Summer 2004); EBRI estimates for 2002-2005
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As aresult, households became increasingly invested
in the stock market during the 1980s and 1990s

Specifically: investors in mutual funds

% of US households owning stocks, 1964-2007

@
o

?
|

—=— Direct and indirect
ownership

Direct ownership

Percentage
w b
o o

Source: Federal Reserve Survey of Consumer Finances (various years)
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60+

1980 1984 1988 1992 1996 2000 2004 2007

Proportion of households allegedly owning mutual funds

Source: Investment Comgany Institute 2008 Investment Company Fact Book
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There are many more US mutual funds now

And they gathered a lot of assets

8000+

6000

4000+

2000+

1980 1985 1990 1995 2000 2005

Number of US mutual funds

Source: Investment Company Institute 2008 Investment Company Fact Book
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Billions of dollars in assets held by US mutual funds

Source: Investment Company Institute 2008 Investment Company Fact Book
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But ‘name brand’ funds got most of the benefit

Leaving US corporate ownership largely
‘intermediated’ by a few mutual funds

fm &é"\hﬂgﬂl‘d“ @_.\uu‘rir'dll|'||||\I'.-‘ ‘]:%m% @JANUSV

Market share of top 5 fund families
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Source: Investment Company Institute 2008 Investment Company Fact Bock
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80

70 )
Corporate ownership by

L mutual funds

50 * 1950: 3%

40 ¢ 1990: 8%
e 2005: 28%

30+

1980 1985 1990 1995 2000 2005
Mean ownership by institutional investors of 1000 largest corporations

‘Source: Spectrum 13F database, various years
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Fidelity is now the largest shareholder of one in ten
US corporations

Increased ownership by institutions has corresponded to
increased devotion to “shareholder value” ...

Number of US-listed firms in which Fidelity is largest shareholder

500
400
300
200
100
1990 1995 2000 2005
#of listed
firms in US 3833 5187 5828 4423

Source: Spectrum 13F and 13G databases, various years
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The 1950s
- “Agrowing number of our large enterprises are run on the model which
Owen D. Young proposed twenty years ago, when he was head of the
General Electric Company: the stockholders are confined to a
maximum return equivalent to a risk premium. The remaining profit
stays in the enterprise, is paid out in higher wages, or is passed on to
the consumer in the form of lower prices” (Peter Drucker)
The 1970s
- “Hewlett-Packard does not exist to make a profit, it exists to make a
contribution " (David Packard, co-founder of HP)
The 1990s
— “Weexist to create value for our share owners on a long-term basis by
building a business that enhances The Coca-Cola Company's
trademarks.”
— “Saralee Corporation's mission is to build leadership brands in
consumer packaged goods markets around the world. Our primary
purpose is to create long-term stockholder value.”
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...and an orientation to share price has induced
massive restructuring favoring an “OEM model”

* “We believe the market value of the The Associates is neither fully nor
consistently reflected in Ford’s stock price. Because the market views
Ford as an automotive company, it has not fully recognized or rewarded
us for our diversification in nonautomotive financial services businesses.”
Alex Trotman, CEO, announcing Ford’s 1997 spinoff of financial subsidiary
The Associates

« “We own all of the intellectual property; we farm out all of the direct labor.
We don't need to screw the motherboard into the metal box and attach the
ribbon cable... The consumer doesn't care if all the computers were made
on the same production line. The only thing that matters is who will stand
behind it.”

Hewlett-Packard VP, explaining why they outsource manufacturing and
distribution

* “Wall Street can wipe you out. They are the rule-setters. They do have
their fads, but to a large extent there is an evolution in how they judge
companies, and they have decided to give premiums to companies that
harbor the most profits for the least assets.”

John Bryan, CEO, explaining Sara Lee’s “de-verticalization” program
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@ THE WALL STREET JOURNAL,

May 9, 2007

Poisonous pet chow
containing melamine
from China was made by
an Ontario-based
manufacturer but sold
under dozens of different
brand names.

The global OEM model
is not just for Nike

Pet owners have been reeling ever since tamted pet food led 1o the anymore.
confirmed deaths of more than a dozen dogs and cats and likely sickened
many more

ADVERTISING
101 Brand Names, 1 Manufacturer

The Mass Pet-Food Recall Reveals a Widespread Practice:
Many Competing Products Come From the Same Factory

By ELLEN BYRON
Ny, 2007

fSee Correcrions & Amplifications item below. )

Some owners were also startled ro learn that dozens of competing brands, from discount 1o premium, are
all made by the same company, Menu Foods Inc. of Ontario.

Menu has recalled more than 60 million cans of pet food under more than 100 brand names ranging from
Procter & Gamble Co.'s Inms and Evukanuba brands to Hill's Pet Nutrition Science Diet. owned by
(Colgate-Palmolive Co., o O Roy pet food by Wal-AMart Stores Inc. Each was apparently affected by

wheat gluten 1 with melamine, a | substance with no approved use in food




Q: If household savings have
moved to mutual funds, what
happened to the banks?
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A: They got acquired by Bank of
America or JP Morgan Chase
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How North Carolina National Bank became Bank of America

How (almost) every New York-based commercial bank became

Bankof America <>

Bank of America FlesBoston (2004)

Bawik of America {1998) e Cavpling Nasonal Bark Fheot (1998) | | Bank of Bosion
[Maticrenank)

Bank of Amarics

Ramen Rarks of Floida {1997 | Bank of America

Boalmen's Bancshares (1996) holds near'y 10%

a———— of all deposits in
Ciuzens & Southarn the US th rOUgh
Savran (1990) its 5800 branches

Security Pacific (1962)
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JP Morgan Chase

JIP Margan Chase Wahu [2008)

Of the 10 biggest
US banks in 1989,
5 are now part of
JP Morgan Chase

JP Morgan Chase Bank Cne (2004)

Chass | Banc One

First Chicnge NED (1998)
Chase Manhatian { 1535}

Cremical Bank Firat Chicage

NBD (1585)
Chesnical Bank (1891)

Manufacturers Hanover

JB Margan (2000)
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Q: What is the date of this article?

The surprising new geography of banking

Ehe New Pork Times

I
Dingell's Sweeping Claims About Citicorp's Solvency
By MICEAEL QUINT

In 2 sweeping aceusation that was quickly repudiated by a top batking regulator, Representative Jolm D. Dingall assertsd
yesterday that Citicorpwas "technically fnsclvent” and "stugeling to survive.’

The claims by Representative Dingall, Demecrat of Michizan, were made at a hearing of the House Energy and Commercs
Committse's Subcommittee on Telecommunication and Finance about granting banks autheuity to enter new businesses.

M. Dingell, who opposes the expantion of bank powers i the securities and insurance busizesses, noted fhat Citicorp had
lost money from its effort to expand m overseas semwities markets and claimed that those losses had put the company m dire
straits, Hz larer asked Traasury Secretary Nicholas F. Brady, whe was testifying at the hezring, whether Citicorp had besn
berrowing heavily from the Faderal Reserve. Seidman's View
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Ten largest US-based traditional commercial banks

Bank Location

JP Morgan Chase New York
Charlotte, NC

Bank of America 7 of the 10 largest

Citibank New York US cities no longer
Wells Fargo San Francisco have a major local
State Street Boston commercial bank.

PNC/National City Pittsburgh

US Bank Minneapolis

Bank of NY/Mellon New York

Suntrust Atlanta

Regions Bank Birmingham, AL
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The basic business of banking has changed

Banking 2.0: This time, it's impersonal

“No, butyou...you...
you're thinking of this place
all wrong. As if | had the
money back in a safe. The
money’s not here. Your
money'’s in Joe’s house . . .
right next to yours. And in
the Kennedy house, and
Mrs. Macklin's house, and a
hundred others. Why, you're
lending them the money to
build, and then, they're
going to pay it back to you
as best they can. Now what
are you going to do?
Foreclose on them?”

MICHIGAN

“No, butyou . ..you...youre
thinking of this place all wrong.
As if | held your mortgage on my
balance sheet. | sold your
mortgage to Countrywide 10
minutes after we closed the deal,
and they sold it along with 3000
other mortgages to Merrill Lynch,
which divided it into bonds that
were bought by a Cayman
Islands LLC, which bundled them
together with other mortgage-
backed bonds into a
collateralized debt obligation that
Citigroup sold to a Norwegian
pension fund. Now what are you
going to do? Stop making your
payments and force those
Norwegian retirees to go back to
work?”
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Securitization:
or, What can be bundled together and sold as bonds?

* Mortgages

¢ Auto loans

¢ Student loans

¢ Corporate loans

¢ Credit card receivables

* Business receivables (even in distress)
« Settlements of tobacco lawsuits

< David Bowie's royalties

¢ Blends of the above (CDOSs)

« Your neighbors’ life insurance policies
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Qe Links: Holphd Topees. % [E5)

call 1-800-MWORE-LI
667-3541

nA &

Cash for your Life Insurance

= Seop making paymcen
= How mssch could your policy sell for?
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What's a government to do?

“The interests of a transnational company are
not the same as those of the country from
which it originates or of the workers it has
historically employed. It has become, to coin
a phrase, a ‘rootless cosmopolitan.”™

Martin Wolf, Why Globalization Works
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If you can’t beat ‘em, join ‘em:
Governments as vendors in a

marketplace of laws
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% == Headquarters: Miami

e Ship registry: Ecuador, Bahamas,
Norway

| Company Description ] Ownership: Pritzker and Ofer
families (US & lIsrael, via
Bahamas); Wilhelmsen family
(Norway); Fidelity + 134 other
funds

ot iminet: m—1 Incorporation: Liberia
RCL’s 2008 revenues: $6.6 B

Liberia’s 2008 GDP: $1.8 B

L - B B B e R I )

Liberian Infernational Ship
& Registry

Contact Ui
itirs, b York, Wasstaied, Hans Koes, Losice, Morsovih, Bkl Tokes, Tush

619 Westwaad Ceater Drive
Vienna, VA 22102

The ship registry for
“Liberia” is operated out
of an office park near

Dulles Airport

Conclusion: a Copernican shift in American society
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