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Not-So-Scary
Record Levels Of Margin Debt Not Pointing To Speculative Excess
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This week we look at margin debt because recent
reports from the NYSE show that it rose to an all
time high of $275.38 billion in December. The combined margin debt for all NYSE and NASD firms was
$294.9 billion in November, also a record. The
NASD has not yet reported December’s margin debt
figures but we estimate that combined margin debt
was about $300 billion at year-end, another record.
On page 4 we show combined margin debt as a percentage of nominal GDP (with estimates for 4Q06).
(THIS IS A SPECIAL TREAT FOR THE BEARS.) At
the end of 2006, it jumped to levels last seen in the
November 1999 to November 2000 period. In
November 1999, we found margin debt to be an
excellent indication of speculation heating up at the
end of the bubble.

RESEARCH
DISCLOSURES PAGE 4

welling@weeden

The importance of this should not be understated.
Margin debt is a major risk in the event of a sharp
sell-off in prices. As prices fall and collateral in margin accounts declines, investors are likely to get margin calls and be forced to sell positions. This forced
liquidation is often a major force at the end of a bear
market cycle. But today, investors have healthy balances that could provide a cushion in the event of a
decline in the market.

As an indicator, an even more reliable ratio is margin
debt to capitalization. These charts are on page 5.
The bottom chart shows the combined NYSE/NASD
margin debt as a percentage NYSE/NASDAQ market
capitalization; it too is at its highest level since 19992000. In November this hit 1.53%, a fraction above
the 2 standard deviation line of 1.51%.

Second, the NYSE short interest ratio was 6.7 in
January and hit a cyclical high of 7.0 in September.
See page 8. January’s ratio indicates that NYSE short
positions represent 6.7 days of average daily volume.
This is not very far from the record short interest
ratio of 7.5 days recorded in September 1996. This
creates an interesting twist on the high level of margin debt. Keep in mind that shorting is done only in
margin accounts, and that margin can just as easily
be used to short stock as to buy stock. In other
words, the current margin debt position is more likely to generate a panic short-covering rally in the
event of a sharp rise in prices as it could generate
panic selling in the event of a decline in prices.
Like all technical or fundamental indicators, one
needs to be aware of the overall environment to
interpret statistics correctly. At first, we were a bit
worried to see the high level of margin debt. But as
we studied the general background of the market, we
believe the odds favor more upside to the market
than many expect.

On page 6 we have a chart of the two-month growth
rate in margin debt and compare it to a two-month
change in the Wilshire 5000 (a short cut for market
capitalization). This shows a sharp acceleration in
margin debt in November/December and one that is
not explained by an increase in market capitalization. The growth in debt is not as extreme as that
seen in late 1999-2000; nonetheless, this collection
of indicators displays obvious signs of escalating
leverage in the market.
But, there are two important offsetting factors:
First, free credit, as a percentage of total margin debt
was 57.8% at year-end, well above average and well
above the 24% seen in November 1999. See page 7.

The SP500 is trading at 16.4X DRG estimated 2006
earnings ($87.00) and at 15.2X 2007 estimated earnings of $94.00. A 15 to 19 multiple on forward earnings is “average” during a period of low inflation;
therefore we believe the market is solid and attractively valued. Note, without any multiple expansion
an 8% earnings forecast for 2007 creates a 1540 target in the SP500, which is where the consensus clus-
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ters. We believe the market is more likely to beat
the consensus view, than
underperform.
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But there is leverage in
the market. Note the rise
in margin debt in relation
to nominal GDP.
However, this chart
reflects both the recent
increase in margin debt
and the sluggish economy in 2006.

The appropriate comparison in our opinion is
margin debt as a percentage of total market capitalization. The NYSE
debt alone has not moved
into dangerous territory,
but the combined NYSE
and NASD debt is now
1.53% of market cap.
This is high by historical
standards.
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The sharp pick-up in margin debt began in
November 2006. This is reminiscent of the sharp
escalation in margin debt that we monitored in
November 1999, but it is not as extreme.

And free credit in margin accounts is still much higher than it was in 1999 – which implies there is nice
“credit” cushion if stock prices fall.

Perhaps the best news regarding margin debt is that
short interest is also very high. Total short interest
on the NYSE represented 6.7 days of trading volume
in January and it hit a recent peak of 7 day’s trading
in September.
Keep in mind that margin can be used to buy long or
sell short; all shorting must be done in a margin
account. In other words, the stock market could as
easily face a buying panic (short covering) rally as a
forced sell-off sometime in 2007.
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Welling@Weeden Staff Conflicts
Avoidance Policy Disclosures
In keeping with Weeden & Co. LP’s reputation for absolute integrity in its dealings
with its institutional clients, welling@weeden believes that its own reputation for
independence and integrity are essential to
its mission. Our readers must be able to
assume that we have no hidden agendas;
that our facts are thoroughly researched
and fairly presented and that when published our analyses reflect our best judgments, not vested pocketbook interests of
our sources, colleagues or ourselves.
Neither Weeden & Co. LP nor w@w engage
in investment banking; w@w’s mission is
strictly research.

This page left blank intentionally.

All information gathered by welling@weeden editorial staff in connection with
her/his job is strictly the property of
welling@weeden. It is never to be disclosed
prior to publication to anyone outside of
welling@weeden. Editorial staff (a group
broadly defined to include Kate Welling’s
immediate family) will not buy or sell any
security mentioned in the journal for at
least one week after publication. Staff will
avoid not only speculation but the appearance of speculation and may not engage in
short-term trading, the short selling of
securities, or the purchase or sale of
options or futures. Staff may not be otherwise compensated for securities recommendations in these pages. No w@w staff
will serve as an officer or director of any
publicly traded company. All securities
positions entered into by w@w editorial
staff will be held for at least six months
unless dispensation is received, in extraordinary situations, from Weeden & Co. LP’s
compliance officer. Any securities position
in any company, mutual fund or partnership
portfolio featured in welling@weeden that
was acquired by staff in advance of the
publication decision will be specifically disclosed at first mention. And that position
will be frozen for six months from date of
publication, again, absent extraordinary
dispensation from compliance.

Research Disclosures

W@W Contributor Disclosure: Gail Dudack is the Chief Investment Strategist of Dudack Research Group a Division of Midwood Securities Inc. Reprinted with permission of Dudack Research
Group and US Strategy Weekly, January 31, 2007. The material herein is based on information from sources Dudack Research Group believes to be reliable, but it is not guaranteed as to
accuracy and does not purport to be complete. It is not to be construed as a representation by us or as an offer or the solicitation of an offer to buy or sell any security. Any opinions
expressed are subject to change. From time to time, this firm and/or its officers and/or members of their families may have a position in the subject securities, which may be consistent
with or contrary to the recommendations contained herein; & may make purchases &/or sales of those securities in the open market or otherwise.
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This material is based on data from sources we
consider to be accurate and reliable, but it is not
guaranteed as to accuracy and does not purport
to be complete. Opinions and projections found in
this report reflect either our opinion (or that of
the named analyst interviewed) as of the report
date and are subject to change without notice.
When an unaffiliated interviewee’s opinions and
projections are reported, Weeden & Co. is relying
on the accuracy and completeness of that individual/firm’s own research disclosures and
assumes no liability for same, beyond reprinting
them in an adjacent box. This report is neither
intended nor should it be construed as an offer to
sell or solicitation or basis for any contract, for
the purchase of any security or financial product.
Nor has any determination been made that any
particular security is suitable for any client.
Nothing contained herein is intended to be,
nor should it be considered, investment
advice. This report does not provide sufficient information upon which to base an
investment decision. You are advised to consult with your broker or other financial advisors or
professionals as appropriate to verify pricing and
other information. Weeden&Co.LP,itsaffiliates,directors, officers and associates do not assume any liability for losses that may result from the reliance by
any person upon any such information or opinions. Past performance of securities or any financial instruments is not indicative of future performance. From time to time, this firm, its affiliates, and/or its individual officers and/or
members of their families may have a position in the subject securities which may be
consistent with or contrary to the recommendations contained herein; and may
make purchases and/or sales of those
securities in the open market or otherwise.
Weeden & Co. LP makes markets in securities.
Weeden & Co. LP is a member of NASD, Nasdaq,
and SIPC.

