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

  Recently “Wall Street” cheered as the Dow 
passed 12,000, an all-time high. Despite the 
new record and optimism on “Wall Street”, 
there are reasons to be concerned. Recently 
the Dow closed at 12,134, up 680 points or 
around 6% for the past 7 years. That works out 
to an annualized return of less than 1%, includ-
ing dividends it’s slightly better at just under 
3%. Interestingly only 10 of the 30 Dow stocks 
are above their January 2000 highs, 15 of the 
remaining 20 are down 25% or more. Not much 
to cheer about, especially when the S&P and 
the NASDQ are still down significantly from 
their highs of 2000. “Wall Street” is projecting 
the perception that everything is great!  
 
The weak market performance is a direct re-
flection of the imbalances in the economy. But 
before we examine those imbalances it’s impor-
tant to note that since the early 80’s the nomi-
nal growth rate of the economy has slowed by 
50% (see chart). (Nominal growth is growth not 
reduced for inflation.  Real growth is reduced 
for inflation)  This is a critical point since corpo-
rate earnings and stock performance are 
closely correlated to the economy’s nominal 
growth rate. The nominal growth rate has 
slowed from about 11% in the early 80’s to 5% 
this decade.  The slowing growth rate can be 
attributed to among other factors; a maturing 
work force, the “Law of Big Averages” and 
“Globalization”. The majority of the decline in 
GDP growth occurred in the 80’s, since 1990 
GDP growth has averaged about 5% which 
would translate into slightly higher corporate 
earnings growth and stock values. Using the 
S&P as a stock market guide, and assuming a 
6% growth rate, the S&P should be trading at 
880 today, 500 points or 36% lower than today’s 

current value.   However, as one examines the 
fundamentals of the current economy, the more 
immediate concern is that the 5% nominal 
growth rate is not sustainable. Which in turn 
will adversely affect corporate profits and stock 
prices. Over the past 4 years the economy has 
been driven almost entirely by real estate. The 
stimulus has come in two major ways, first, 
through residential construction and secondly, 
through the appreciation of home values across 
the country. Historically residential construc-
tion contributes 4.5% to GDP, in the past few 
years that has risen to 6.3% of GDP (see chart)
or an increase of $215b in annual spending. In 
addition, home equity appreciation has provided 
consumers a “buffer” between flat wages and 
consumption spending. The personal savings 
rate turned negative in July 05 for the first time 
since the “Great Depression” and remains nega-
tive today. Personal consumption accounts for 
70% of GDP and has historically increased at an 
annual rate of about 6%, today this adds as 
much as $350b/year to the economy. 
(Interesting the US is the only major economy 
in the world where consumption is more than 
50% of GDP, every other major economy’s ex-
ports are greater than consumption. Of course 
the US is the only major economy without a 
“consumption tax” which by the way is increas-
ing to 19% in Germany on 1/1/07.) As you can 
see when added together residential construc-
tion and MEW (mortgage equity withdrawal) ac-
counted for over $560b/year or more than 100% 
of growth in GDP the past few years.   
 
 As we are now seeing most of the additional 
construction spending wasn’t real demand and 
is now excess inventory. And consumer spend-
ing above wage growth isn’t sustainable,  



in fact in the past 2 quarters consumer spend-
ing has slowed by 50% to an annual growth 
rate of 3%. This appears to be a direct result 
of slowing home equity appreciation or in 
some area’s an actual decline in real estate 
prices. Subtracting the double benefit that 
real estate has provided the economy the 
nominal GDP growth rate is actually zero or 
lower. Which brings us back to nominal GDP 
growth, corporate profits and stock values; in 
a recession the average decline in the stock 
market is 40%. Long term and short term fun-
damentals lead us back to the same point, it’s 
time to be conservative and position assets 
for a major reconciliation.  
 
It’s important to “filter out the daily noise” 
from “Wall Street” and focus on the data. Nei-
ther Greenspan (and the Fed) nor “Wall Street” 
economists predicted an economic down turn 
or stock market correction in 2001 and they 
don’t see it this time either.         


