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Can the United States continue to use deficits to stimulate domestic consumption and, therefore, worldwide economic growth?
No. Interest payments alone are about 17% of all government revenues (Chart 5). If nothing changes, interest expense will continue
to compound to higher and higher levels.

Chart 5 also shows that interest payments have not increased faster, because the federal debt has declined. Rather, total interest
expense has fallen recently because the Federal Reserve Bank has lowered short-term interest rates.

What is more disturbing is that the huge stimuli from high fiscal and trade deficits, and low interest rates, have produced at best
slow economic growth. The rise in corporate profits came more from downsizing that increased sales. For example, since 1991
Value Line sales have increased 28% while earnings net of write-downs rose 103%.

Downsizing is a one-time benefit, which is now borneout by the rise in downward earnings revisions on Wall Street (Chart 1
shows that Wall Street isn’t very good at estimating earnings anyway).

Conventional Myth #2

Wall Street believes that this kind of fundamental analysis has little merit because new savings, by baby boomers in particular,
will continue to flood the market and push stock prices ever higher. (This is a variation on an old theme, that there will always be a
greater fool to buy your stock.) This argument evaporates with a glance at savings rates (Chart 6), which continue to bounce along
at all-time lows.
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What Really Pushed the Market to All-Time Highs?

If the conventional explanations for the overvaluation of the stock market do not explain these extreme levels, what does?
Evidently, Alan Greenspan pushing short-term interest rates from 9% in 1989 to 3% in 1994 to 5% today forced investors to take
funds from safe havens such as CDs, money market funds and savings accounts, and put them into the stock market, an investment
with a high degree of risk, in order to reach for a higher return. Chart 7 shows the massive inflow into the stock market in the last

four years.
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Conventional Myth #1

Wall Street believes that this overvaluation is due to the “just right” economy — low interest rates and low inflation —
which produces higher corporate profits. However, as shown in Chart 4, the conventional wisdom ignores the immense

stimulus to the economy from huge fiscal and trade deficits.
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