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BACKGROUND: Jan. 2002 OUTLOOK FACTORS

1. High levels of consumer debt
2. Consumer sustained by mortgage re-fi’s & more credit
3. High levels of corporate debt from 1990’s “capex” bubble
4. High corporate bond “risk spreads” over Treasuries
5. Fed’s policy ineffective: banks don’t lend & companies don’t 

borrow
6. Housing is the only strong sector: oversupply accumulating
7. Fiscal stimulus is needed but politically unpopular
8. Over-optimistic EPS estimates lead to earnings disappointments
9. On-going Japanese economic, banking & stock malaise
10. Low consumer and investor confidence
11. Terrorism (& eventually Iraq) uncertainties
12. Mutual fund flows are not supporting the markets

13. LONGER-TERM:  Likelihood of a prolonged “sideways / choppy” 
market similar to the 1963 – 82 timeframe.



DEBT AT VERY HIGH LEVELS:  THE ECONOMY HAS 
NEVER STRONGLY REBOUNDED FROM THESE LEVELS



AVG. HOUSEHOLD HAS LOW CASH RESERVES



CORPORATIONS OVER-BORROWED IN BOOMING ’90s

Jan ‘02



CORPORATE BONDS WERE ATTRACTIVE IN 2002

“Higher yield corporate bonds have been out of favor since  ’98…as the outlook
For the economy and corporate cash flow improves, the risk perception should
Improve, favoring a reduction in the spread of corporates over T-Bonds…”



CORPORATE BOND YIELDS HAD RISEN SIGNIFICANTLY
ABOVE THEIR NORMAL SPREAD OVER TREASURIES

The market was fearful of  lending to companies because they had taken 
on so much CAPEX debt in the booming ’90’s…for similar reasons they 

are also fearful of STOCKS! Fear is reflected in the spread.



In Jan ’02, Fed Monetary Policy wasn’t working very well because
Banks were reluctant to lend to corporate customers!…. Other forms

of economic stimulus were needed (I.e. Fiscal Stimulus).



Fed Policy wasn’t working not only because banks weren’t 
Lending, but also because companies weren’t borrowing!





STOCK MARKET BECOMES A PRIMARY
DRIVING FORCE OF THE ECONOMY

From 2002 Outlook:  “…Because the average American household
Is very heavily in debt and low on cash, the performance of the
stock market (as it ebbs and flows) will have a pronounced effect
on Consumer Confidence, buying habits, etc…Thus the “linkage”
between the market and the economy is more acute than ever…”

MARKET / ECONOMY  LINKAGES

1) Wealth Effect
2) Consumer Confidence
3) Corporate Financial Strength / Weakness



STOCKS & BONDS NOW MOVE INVERSELY: WHEN STOCKS RALLY, 
INTEREST RATES INCREASE, CREATING  A “HEADWIND”

From Stock Market Outlook, 1-04-02:

“Stocks and bonds decoupled in 1997, following the Asian

Contagion. This situation continues today. Expect bonds to 

provide a ‘brake’ on stock market upside…consistent with a

sustained period of sideways stock index choppiness…”



THE “HEADWIND”: 
INTEREST RATES PRESSURE P/E’s &  STOCK PRICES



WARREN  BUFFETT DISCUSSES THE EFFECTS
OF INTEREST RATES ON STOCK PRICES

Case 1:

Case 2:



IF INTEREST RATES ARE FIGHTING STOCK PRICES,
ARE WE HEADED FOR ANOTHER SIDEWAYS MARKET?

From Jan. ’02 Outlook



The impact of
Rising vs. falling

Interest rates



CAUSES of A PROLONGED SIDEWAYS MARKET

1) Stocks & bonds move inversely, with interest rates 
pressuring P/E’s & prices

2) Institutions and advisors slowly reduce allocations 
to stocks

3) Uncertainties regarding long-term baby-boomer 
retirement overhang the market & economy

4) Peaking population trends may cap rallies.

One implication: income will be important as 
price growth may be erratic.  This would favor securities
with yield, companies able to raise dividends, etc.





Birth rates vs. Stock Prices: Will we face this pressure soon?



In Jan. ’02, Global Stock Markets were Generally Weak



We forecast a rally to 1190 by mid Jan., ’02…thereafter the picture
was unclear.  This was only 3 months after 9-11.



Jan. ’02: Our forecast for the OTC

“2100 by Late Jan.”…hit 2098





MARKETS HIT THE FORECASTS THEN COLLAPSED





“INTERNALLY”  THERE WAS A LARGE # OF WEAK STOCKS
AND THE INDICES COULD NOT RALLY 



Jun ’02: THE STOCK MARKET DRIVES THIS ECONOMY
AS MUCH AS THE ECONOMY DRIVES THE MARKET!

…A DEBT-BURDENED ECONOMY NEEDS THE MARKET



Jun ’02: WORLD MARKETS ARE STILL FALLING:
It’s difficult for the U.S. market to rally by itself



NEGATIVE MUTUAL FUND FLOWS PUSH PRICES DOWN



SUMMER of ’02 REMAINS BEARISH

Bearish forecasts continue:
6-18: “Plunge to 1410”
7-08: “1275 to 1325 by late Jul”



8-14-02 Forecasts

OTC Targets:
“1070 to 1190 by late Sept”



PORTFOLIO ALLOCATIONS to STOCKS ARE FALLING



Sept ’02 Forecasts:



10-18-02: MARKET OUTLOOK IMPROVES SHARPLY



IMPORTANT INGREDIENTS of the OCT ’02 LOWS



10-02: GLOBAL STOCK OUTLOOK HAS GREATLY IMPROVED

From 10-18-02 
Seminar

Bottoming:



10-18-02 FORECAST: INTEREST RATES WILL GO LOWER

From 10-18-02
Seminar



OCT. ’02: JAPAN BOTTOMS BEFORE THE U.S.



10-18-02: STOCKS CONTINUE TO LEAD THE ECONOMY!



STOCKPICKS FROM THE 10-18-02 SEMINAR



Our 15 stocks averaged 61.65% gain vs. 18.31% for 
SP and 50.12% for OTC.  Diversification benefits: 
5 failed to top the SP and 6 didn’t beat the OTC

STOCKPICKS FROM  OCT. 2002 SEMINAR

PRICE PCT.
10/18/02 10/31/03 CHANGE

BEAS $6.57 $13.90 111.57%
BGEN $36.81 $40.42 9.81%
BMET $31.70 $35.86 13.12%
ELX $12.90 $28.30 119.38%
GILD $34.25 $54.55 59.27%
GMST $3.65 $4.69 28.49%
INTC $14.46 $32.95 127.87%
LLTC $27.60 $42.61 54.38%
MERQ $24.15 $46.61 93.00%
MU $14.00 $14.34 2.43%
NOK $16.39 $16.99 3.66%
SLB $40.69 $46.97 15.43%
TXN $17.10 $28.92 69.12%
VRTS $15.46 $36.08 133.38%
XLNX $17.28 $31.77 83.85%

 ________
Average: 61.65%

S&P 884.40 1046.34 18.31%
OTC 1287.00 1932.00 50.12%



11-14-02: RALLY REMAINS INTACT

11-14-02 w/
short-term

projections into
Jan. earnings



Jan ’03 - 2003 Outlook: Have We Bottomed or is a Major Crash Coming ?





Jan. ’03 ANALYSTS SLASH ESTIMATES & GET THEM RIGHT!



Feb, ’03: CORPORATE vs. TREASURY SPREADS HAVE PEAKED OUT



1ST QTR ’03: ANALYSTS KEEP CUTTING ESTIMATES



2-9-03
Estimate

Cuts !



As market falls from Jan ’03 earnings,
Equity mutual fund cash flow remains bone dry



Our 2-20 Short Term Forecast: 800 in coming weeks

Oct ’02 low

Jan ’03 top

Hit 788 on 3-12



3-19-03: JAPAN FINALLY MAKES NEW LOWS & CAN BEGIN TO BOTTOM!



3-21-03: MAJOR GLOBAL STOCK MARKETS HAVE BOTTOMED OUT!



DOW JONES WORLD INDEX in BOTTOMING PATTERN ! 3-21-03



April, ‘03
HUGE!  CONFIDENCE INDEX RALLIES: 1ST TIME IN 14 MOS!



CORPORATE BOND SPREADS CONTINUE TO FALL
AS CONFIDENCE RETURNS TO THE MARKETS…

April 20, ‘03

…CONFIDENCE IN BONDS INCREASES CONFIDENCE IN EQUITIES !



4-17-03
U.S. STOCK INDICES RALLY in NICE PATTERNS



4-16-03
GLOBAL MARKET RALLIES CONTINUE



6-19-03: CALLING A MAJOR TOP IN BONDS



6-18-03: CALLING A TOP in YIELD CURVE STEEPNESS



7-16-03: DRAMATIC BOND SELLOFF CONTINUES



7-18: SELLOFF LOOKS LIKE a MAJOR BOND TOP….
….NOTE POTENTIAL PRESSURE ON STOCK P/E’s!



Jul ’03: BANKS  EASING  LOAN  TERMS & RATES…
…FUEL FOR AN ECONOMY THAT RUNS ON CREDIT!



6-11-03: EQUITY MUTUAL FUND CASH FLOWS RISING



Jul. ’03: POTENT REGULATORY STIMULUS PACKAGE!

MARGIN LOANS UP MONETARY & FISCAL POLICY



Jul ’03: IMPROVING WEALTH EFFECT on CONSUMERS…
…WEALTH UP = CONFIDENCE = SPENDING & INVESTING



DOWNSIDE OF CONFIDENCE: DEBT MOUNTAIN GROWS



Jul ’03: Non-stop
New home building
Raises apartment
Vacancies to near
Record highs…

Boom can lead
to Bust!



BUSINESS CAPITAL OUTLAYS PICKING UP…NEEDED to 
TAKE THE LOAD OFF INDEBTED CONSUMER & HOUSING

Jul ‘03



AUG: INDICES HITTING HIGH P/E’s AS MARKET RALLIES



SEP ’03:  CORPORATE CASH FLOW IMPROVES….
…BUT COMPANIES ARE RELUCTANT TO INVEST



IMPROVED FINANCIALS + (LOW INVESTMENT & HIRING) =
HIGH PROFITS & PRODUCTIVITY…WILL JOBS FOLLOW?

9-03



10-15 Current Scenario: Inter-Market Mix = Marginal 
New SP & Forex Highs, Marginal New Bond Lows

Neg. divergence

EURO
6-16



12-05-03



12-05-03



VERY HIGH VOLATILITY READINGS IN MOST FOREX:
SIGN OF “UNCERTAINTY” & POSSIBLE TURNING POINT

12-05-03



IF DOLLAR BOTTOMS, WILL IT HOLD ?



IMMINENT DOLLAR RALLY IS LIKELY12-5-03



12-05-03



2 YEARS AGO WE CAUGHT THE SWAN DIVE IN THE PESO
NOW CONDITIONS MAY BE SETTING UP FOR A RALLY



GOLD STRENGTH IS PRIMARILY vs. U.S. $…
GC is VULNERABLE TO A DOLLAR RALLY

$

JY

EC

SF

BP



$64 QUESTION: After any pullback, then what ?



GOLD IS A CAPTIVE of the FOREX MARKETS



12-05-03
BOND PATTERNS ARE VERY ERRATIC



STOCK MARKET OUTLOOK MATRIX

Roaring Moderate Tough Market
Bull Upside Sledding Crash

Bonds near a bottom X X

Interest rates inverse to stocks X X X

Dollar likely to rally X X

Japan market & economy up X X

Market's recent "laboring" on X X X
   good econ news (ex: Nov. 6 jobs)

Advance/Decline holding up X X

Internals of NASDAQ 100 X X

Internals of SP 100 X X

Global stock strength X X

IPO Market picks up X X

EPS Surprises are positive X X

High PE's X X

WILDCARD: Consumer spending strength & jobs creation in 2004!

Conclusion: Short-term the U.S. market is very likely to follow Japan into the
   January EPS season.  Thereafter 2004 is likely to be closer to moderate
   upside than tough sledding.  Interest rates and P/E levels will continuously
   pressure stocks, even in best scenarios.



COMPLACENCY in the STOCK MARKET:
2 YEAR LOW VOLATILITY IN THE DOW JONES FUTURES!

Sleepy markets often get “rude awakenings”…
You can use e-Futures volatility as a gauge of

market confidence, complacency, or uncertainty



FUTURE  MARKET RALLIES WILL STRUGGLE WITH:
1) Rising interest rates  2) High P/E’s

…the market needs rising earnings to sustain price growth



Short-term: looks toppy
Longer-term: more upside



Short-term: very toppy 

Longer-term: more upside



Groups marked * are most 
interesting for longer term



Short-term: toppy
Longer-term: more upside



JAPAN MARKET STILL RALLYING…



JAPAN OUT-PERFORMED U.S. IN ’03 BULL MARKET















LOW INVENTORIES ASSURE RE-STOCKING IN EARLY 2004!





THE NEGATIVES:



HOW MUCH BUYING POWER DOES THE 
CONSUMER REALLY HAVE ?



MORTAGE RE-FI BINGE IS LIKELY OVER:
PERHAPS FOR THE BEST!



DO SOFT RETAIL SALES REFLECT TAPPED
OUT CONSUMER ?

RE-FI’s
And TAX CUTS

DWINDLE



ECONOMIC VARIABLES for 2004

OPTIMISTIC PESSIMISTIC

A lot of Housing Construction Building a Bubble

Job Growth is starting Slow Growth & 
   Permanently lost jobs

Fiscal Stimulus Tax Cuts are wearing off

Manufacturer's Capital Will remain cautious if
   Outlays Increasing   the consumer re-trenches

Stock Market Rally What if the Market Fizzles ?

Global Recovery Can't argue with this

Don't need it because business Mortgage Re-Fi's drying up
   will kick in

Consumers spending Not that much & they're
   racking up more debt

Credit widely available Corporations not 
  borrowing that much

Corporate profits are up Because of layoffs



OUR BIGGEST NATIONAL CHALLENGE

“…out of Control 
budget Situation…”
Bank Credit Analyst



Increase the figure by $7 Trillion for the Prescription Benefit !
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