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

   A healthy economy, and therefore a strong 

stock market, depends on sound economic fun-

damentals. With personal consumption contrib-

uting more than 70% of the total US economy, 

job and wage growth are extremely important;  

the “life blood” of the economy. Since the end 

of the strong economic expansion in the 90’s, 

job and wage growth have faltered. From the 

beginning of 2000 those eligible for the labor 

force has increased by 10 million, yet actual 

jobs have increased by less than 5 million; job 

growth this decade is the slowest in history. 

Furthermore, the quality of jobs has deterio-

rated as many of the new jobs are part-time in 

industries such as retail, leisure and hospitality. 

The weakness is evidenced by declining work 

hours and low wage growth. The government’s 

“Employment Cost Index”, the most comprehen-

sive wage report, shows wages have been flat 

(adjusted for inflation) over the past 6 years. 

The weakness in wage growth may explain why 

in mid-2005 the personal savings rate turned 

negative for the first time since the 1930’s.  

 

Despite the weak fundamentals the economy 

and stock market have forged ahead. The un-

derlying weakness in the economy has been 

“masked” by an extensive expansion of the 

money supply combined with creative “financial 

engineering”. Over the past several years the 

central bank has allowed the money supply to 

grow at more than twice the rate of economic 

growth. Eventually this leads to mal-investment 

meaning there is more money available than 

can be reasonably invested. Ultimately this re-

sults in significant imbalances in the economy. 

This can be seen in recent years with the rapid 

rise in many commodity prices, followed by the 

demand for residential real estate and now con-

tinuing, at a mind boggling pace, with corporate 

mergers and acquisitions. Although the Fed’s 

main goal is to generate capital investment and 

jobs, Wall Street continually “engineers” new 

ways to spend the excess cash whether it 

makes economic sense or not.    

 

The recent residential real estate boom was a 

direct result of Wall Street’s “financial engineer-

ing”. Mortgage company’s that operated outside 

the jurisdiction of the federal banking regula-

tors and funded by Wall Street loaned money to 

anybody with a “pulse”. Wall Street then pur-

chased the mortgages from the mortgage com-

panies and sold them to investors providing an 

endless source of financing for the mortgage 

companies and large profits for Wall Street. 

Even though this provided a significant boost to 

the economy for a few years it’s not a business 

model that’s sustainable. The business model 

relied on lower credit standards to customers 

who couldn’t afford the loans. Until just re-

cently the most popular form of mortgage loan 

was 100% financing, adjustable rate with the 

first 2 years at a negative amortization   



and the borrower wasn’t required to provide in-

come or asset verification. These loans have 

become known as “Liars Loans” as many bor-

rowers fraudulently overstated their income 

and assets. This form of “financial engineering” 

has resulted in the recent  bankruptcy of 71 

mortgage companies, 10,000’s of lost jobs and 

a spike in foreclosures approaching 150,000 

homes a month.  

 

Actually aggressive lending can be found in 

many area’s of the economy, corporation’s, 

bank’s, Wall Street, Private Equity Firms and 

Hedge Funds. Two of the more recent “financial 

engineering” idea’s for corporations are 

“Covenant-Lite” loans and “Toggle Bonds”. 

“Covenant-Lite” loans unlike conventional loans 

don’t require the borrower to have sufficient 

cash flow to repay interest, in fact there isn’t 

any cash flow requirement. A “Toggle Bond” is 

generally used by poor credit quality corpora-

tions because it allows the borrowing corpora-

tion to make it’s interest payments by issuing 

more “Toggle Bonds”, in other words to pay it’s 

debt with more debt. The most popular use of 

corporate debt the past few years, and men-

tioned in our last newsletter, is to aggressively 

buy back their own stock . Although there’s 

generally a short-term increase in a company’s 

stock value, the new debt lowers the net equity 

of the company and interest payments are de-

ducted from future earnings. This type of 

“financial engineering” provides no long term 

benefit to a corporation or it’s shareholders.       

 

In Sept 2006 federal banking regulators issued 

guidance suggesting that small and regional 

banks limit their loan portfolio’s to 300% of 

their respective banks assets. The president of 

the National Assoc. of Small Bankers and a  

number of it’s members objected because  

their loan portfolio’s, in most cases, already 

exceeded 700% of assets. If that wasn’t con-

cern enough, real estate loans made up 65% 

of the banks total loan exposure, the highest 

percentage in history. The most alarming 

part of the scenario is that the bankers want 

to continue to make real estate loans be-

cause “it’s easier and more lucrative than 

collecting customer deposits or making car 

loans”. 

 

However, the biggest risk takers are on Wall 

Street where the investment banks, Hedge 

Funds, and Private Equity Firms take risk to 

the highest level using “Other Peoples 

Money” (OPM). Hedge Funds are basically un-

regulated and as such are very secretive 

about their trading strategies. However, it’s 

common knowledge that their investment 

strategies involve leverage that is at least 

25 times greater than their capital. In con-

trast individual investors can use leverage 

(or margin) equal to 50% of their capital, 

thus Hedge Funds use 50 times more lever-

age than individual investors. This amount of 

leverage is also being used by firms such as 

Bear Sterns, Lehman, Morgan, Goldman and 

Merrill. Hedge Funds increased in popularity 

after the 2001 market crash as investors 

sought out new investment vehicles. So far 

the increased risk taken by Hedge Funds has 

provided little or no benefit to investors as 

Hedge Funds on average have under per-

formed the markets.  Not to be “out done” by 

their Wall Street counter parts Private Equity 

Firms use several types of debt to finance 

buy outs of public and private corporations. 

Recent buy outs have been financed by a 

combination of bonds and bank loans. Often 



times when the purchase price exceeds the 

value of the assets the “financial engineers” 

use Mezzanine or Payment-in-Kind (PIK) debt 

which requires no collateral. 2006 was a record 

year for corporate mergers and acquisitions 

(M&A) with more than $1.7 trillion in transac-

tions, so far 2007 M&A activity is running 60% 

ahead of last years record. M&A activity which 

has provided a lot of excitement on Wall Street 

this past year is a “zero sum game”, they pro-

vide no long term benefit to the economy. In 

fact M&A activity is similar to “rearranging 

deck chairs on the Titanic”, in most cases the 

businesses are reorganized to pay for the new 

debt which generally requires sizeable job cuts.  

 

Summary  

 

Since the economic slowdown in 2001 the 

economy has generated a lot of what appears 

to be productive activity. The reality is that the 

“financial engineers” have managed to spend 

$16 trillion since the mild recession in 2001, an 

increase of 60%, with little economic benefit. In 

2006 a $1 gain in economic growth costs $4.70 

in new debt, more than twice the $1.85 per $1 

cost in 1980. Job, wage growth and savings re-

main sub-par and the risks in the economy have 

only worsened. It’s ironic that the cure (more 

debt) is also the same as the disease (too much 

debt). We’ve become very creative at “building” 

paper wealth, which will prove to be just an illu-

sion. Despite the excess money supply, eco-

nomic growth has slowed substantially over the 

past six months and appears to be turning 

negative. For all the economic activity the past 

six years we are headed right back to where we 

were in 2001, only $16 trillion poorer.  The extra 

leverage in the economy only works as long as 

the debt can be repaid.   
 
The question many of you may be contemplat-

ing is “Why  the Government, Corporations and 

Investment professionals are participating” in 

this type of behavior.  The answer is short term 

gains regardless of the long term implications.  

The Government since the days of “it’s the 

economy stupid” has been engaged in the prac-

tice of creating the perception of well being, re-

gardless of cost.  Corporations are focused on 

quarterly results and beating short term expec-

tations.  Investment professionals, including 

wall street brokerage firms, banks and hedge 

funds are focused on generating large fees to-

day instead of long term gains for their clients.   

For those investors willing to play along, short 

term gains are possible but hanging around too 

long could be dangerous to their financial 

health. 

 

 This is a market that conservative investors 

should be extremely wary of, the risk doesn’t 

justify any potential reward. Investment oppor-

tunities will be more favorable after these ex-

cesses have been corrected.  

“businesses are reorganized to pay 

for the new debt which generally 

requires sizeable job cuts.”  


