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Financial Globalization Since the 1970s, many restrictions on international financial transactions have been lifted, as shown
by the time series chart in panel (a). The volume of transactions has also increased dramatically, as shown in panel (b). These
trends have been strongest in the advanced countries, followed by the emerging markets and the developing countries.

Sources: Philip R. Lare and Gion Maria Milesi-Ferretti, 2007, “The External Wealth of Nations Mark II: Revised and Extended Estimates of Foreign Assels and Liabilities,
1970-2004, " Journal of International Economics 73(2), 223-250 {ond updates); Menzie D. Chinn and Hiro Ito, 2006, “What Matters for Financial Development? Capital Controls,

Institutions, and Interactions,” Journal of Development Economics, §1(1), 163-192 (ond updotes). Country clossifications are on extended version of those developed by M.
Ayhan Kose, Eswar Prasad, Kenneth 5. Rogoff, and Shang-Jin Wei, 2008, “Financial Globalization: A Reappraisal.” NBER Working Paper No. 12484,
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Chart 2: The Theoretical Economic Cycle - Output Gap and Inflation
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Source: ML Global Asset Allocation Team. The horizontal line represents the “sustainable growth path®. Inflation lags
growth, starting to rise only once spare capacity has been used up.

ZERlIKJE:  Greetham, Trevor., Michael. Hartnett, 2004, The Investment Clock, Merrill Lynch PN E
b B AT

JINAN UNIVERSITY




EMI AR R R TR —EF BTN A
PN EIH S FE ™

Chart 3: The Investment Clock

Inflation rises >
Inflation
Troughs
8 A
N
N "Recovery” “Overheat "
H
A
S w CY CLICAL CYCLICAL
e < GROWTH VALUE
2 V w
-+ > =
ZIK 8 STOCKS COMMODITIES Q
F O s =5
o L Outpt Gap Output Gap o
" - Troughs Peaks =
- DEFENSIVE DEFENSIVE +=
o GROWTH VALUE =
D o
BONDS CASH (G
“Reflation * “Stagflation “
Inflation v
Peaks
< Inflation falls

Source: ML Global Asset Allocation Team. Arrows denote the sequence of phases in a classic boom-bust cycle.
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5; Table 2: The Four Phases of the Investment Clock
i@ Best Asset Best Equity Yield Curve
i Phase Growth* Inflation Class Sectors Slope
A | "Reflation” N7 v Bonds Defensive Growth  Bull
% Steepening
%% Il "Recovery” 4 v Stocks Cyclical Growth -
+
Il "Overheat” T A Commodities  Cyclical Value Bear
Flattening
IV "Stagflation” NP A Cash Defensive Value -

Source: ML Global Asset Allocation * Growth relative to trend (i.e. “output gap®)
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Chart 6: The Four Phases of the U.S. Investment Clock since 1970
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Table 4: U.S. Assets - Real Total Returns
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Phase Bonds Stocks Commodities Cash
I: ‘Reflation” 98 6.4 -11.9 33
Il  “Recovery” 1.0 19.9 -1.9 2.1
ll:  “Overheat” 0.2 6.0 19.7 1.2
IV:  “Stagflation” -1.9 -11.7 28.6 -0.3

3.5 6.1 5.8 15

Source: Data from April 1973 to July 2004. ML U.S. Treasury/Agencies Master index for bonds, S&P 500 Composite for
stocks, GSCI Total Return for commodities and 3-Month T-Bills for cash. Returns at geometric average annual rates.

ZREKIE:  Greetham, Trevor., Michael. Hartnett, 2004, The Investment Clock, Merrill Lynch
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Fig. 1. The five stages of new product industries.

FRRIE:  Michael Gort and Steven Klepper, Time Paths in the Diffusion of Product Innovations, 1982,
Economic Journal
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