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E C O N O M I C  O U T L O O K 

   The second half of 2006 was the best per-

formance for the markets since 2003, the Dow, 

S&P 500 and the NASDQ were all up over 12%. 

The sudden surge in stock prices can be attrib-

uted to 3 sources; 1) a record level of corporate 

stock buy backs ($400b+) , 2) a record number 

of corporate merger and acquisition (M&A) 

deals ($1.7 trillion) and 3) lower margin require-

ments for Hedge Funds which was initiated in 

October. A rising stock market usually is a posi-

tive sign, however that’s not the case this time. 

The market is being driven by participants will-

ingness to accept an ever increasing level of 

risk.  
 
   In the past 3 years US Corporations have re-

purchased over $1 trillion worth of stock .  

While stock repurchases provide support to a 

stocks market value it’s also an indication that 

corporations are not overly enthusiastic about 

future growth. However, with the pressures of 

“globalization” using cash (and debt) to repur-

chase stock is at best shortsighted. US Corpo-

rations are ill prepared for an economic down-

turn and would be far better off saving cash for 

a “rainy day”. Corporate insiders are also show-

ing a lack of confidence for future growth as 

they sold their company shares at the fastest 

rate since just before the 1990 recession.  
 
   Since US corporations are not seeing opportu-

nities for “organic grow” they have shifted to 

M&A activity for growth. The total value of US 

corporate M&A activity in 2006 was over $1.7 

trillion. The previous record was set in 2000 

just before the stock market crash. Unlike 2000 

where stock was the “currency” used in deals 

2006 M&A activity was funded by new debt 

(loans and bonds) which is more expensive. De-

spite record corporate profits over the past 3 

years corporations have borrowed more than $2 

trillion. The additional debt adds another level 

of risk to corporations that they may not be 

able to handle in an economic slowdown. In 

2006 Standard & Poor’s corporate credit ratings 

showed an astonishing 71% of the company’s it 

rates at or below “junk” status. US corporations 

are assuming an unprecedented level of risk in 

an attempt to grow their stock prices.  
  
   The 3rd impetus to the market surge in late 

2006 can be attributed to Hedge Funds and 

margin requirements. Hedge Funds have always 

been very risky investment vehicles usually bor-

rowing 10-12 times their capital base to invest 

in very sophisticated investment strategies. So 

when the NYSE lowered margin requirements in 

Oct 2006 Hedge Funds quickly borrowed an-

other $50 billion and bought stocks. So to keep 

the “party” going on Wall Street another market 

participant was more than willing to assume 

more risk. In fact margin debt over the past 3 

years has increase $100 billion and now totals 

$278 billion the same level it reached in 2000, 

again just before the market crashed.  



 Market participants are willing to assume more 

risk because they are all making the same as-

sumption, that the economy and corporate 

earnings will continue to grow. With after tax 

corporate profits (9% of GDP) at an all time 

high,  assuming that earnings can continue to 

grow from this level is quite “a leap of faith”. 

The Federal Reserve is projecting “moderate 

growth” in the next few years and Standard & 

Poor's is estimating declining earnings growth 

beginning in the 2nd quarter of 2007. Histori-

cally corporate earnings have averaged 6% of 

GDP, if we returned to a normal market it would 

have a significant impact on stock prices. If 

earnings return to their historical average of 6% 

of GDP, the S&P 500 would be fairly valued at 

1130 instead of it’s current 1450, a decline of 

22%. However, if the economy falls into a mild 

recession for the next few years, as the housing 

market works through it’s excesses, corporate 

earnings growth will likely fall below it histori-

cal average. The average decline in the stock 

market during a recession is 40% which would  

take the S&P 500 down to 885.  

 

At the same time that Wall Street, Hedge 

Funds and US corporations are accepting 

more risk small investors were selling equi-

ties. Through the 3rd quarter of 2006 small 

investors liquidated over $300 billion of equi-

ties/mutual funds. With the national savings 

rate turning negative in the summer of 2005 

and real estate values beginning to level off 

(and decline) the US consumer has been liq-

uidating their securities to fund their life-

style. Until the mid-1990’s the annual na-

tional savings rate was about 7% of income, 

the savings rate has steadily declined over 

the past 10 years and finally went negative 

last year. The last time the national savings 

was negative was in the 1930’s, during the 

“Depression”. This one final piece of data 

adds another layer of risk to the stock mar-

ket as the US consumer, owners of almost 

$10 trillion of equities/mutual funds, are no 

longer buyers of securities.   


