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Tuesday, December 31, 2002

Down so long – does it look like up from here?

The year 2002 was miserable. The Dow Jones Industrial declined from 10,021 to 8,342, a 16.8% loss. The S&P 500 declined from 1,148 to 880, a 23.3% loss. The NASDAQ declined from 1,950 to 1336, a 31.5% loss.

Not one S&P sector made money! This almost never happened before. December was the worst since 1991. The best sector was the transport sector with a loss of only 12%. Telecom and technology stocks were the worst performers again with a loss of over 37%. Small Cap stocks outperformed the large cap stocks again, if only by a very small margin. The Dollar as measured by the Dollar index gave up 13%.

European Indices fared considerably worse than ours. The London FTSE 100 lost 25% and the German Dax Index was down 44%. The Pollyanna Award goes to European industry analysts for outdoing themselves once

again with such rosy expectations of 2002 corporate profits that they had to be reduced 73% by year end. This after a 2001 in which they were 50% too high. 

The only sector in 2002 that made money were raw materials (commodities). Indeed, the remarkable pattern of this year's commodity updraft, which has seen the DJ-AIG index rally about 24%, is that it has carried along commodities not even counted in mainline indexes. So while energy, grains, metals and soft commodities are all higher, so are rubber, wool, and some obscure ones such as the metal antimony.

The new year is going to be difficult - again. While many prognosticators predict an up year for the main indices, I think that this is not at all a certainty. I am betting my money on the opposite outcome. Four down years in a row would indeed be unheard of, but so would have been predictions on 12/31/94 that the S&P 500 would triple over the following 5 years. 

The stock market is facing the same headwinds that were present in 2002. 

1. Disenchantement of foreign investors with the U.S. Dollar. 

A gunslinging U.S. President and the nationwide hunt for all types of  suspicious looking activities causes Europeans, who always valued their privacy in financial matters, to refrain from currency transactions that might be legitimate in nature, but could raise suspicion in this new environment of intense scrutiny.  Political opinions of many international governments and investors often dictate whether they choose to keep their reserves in Dollars or in Euros. On this score, the European currency is competing more and more successfully with the Dollar for the status of an international reserve currency. 

Aggravating is the Federal Budget Deficit (see picture below). For the second time in six months, the U.S. Treasury epartment has requested that Congress approve an increase in the debt limit, claiming the government will exceed its current $6.4 trillion limit by February. The shortfall has been the result of declining tax revenues from consumers, corporations and investors, as well as an increase in spending on the war on terrorism and accelerated tax relief.

These arguments, the fact that foreign investment in the U.S. declined from $540 Billion in 2001 to $170 Billion in 2002 and the reasons cited in previous newsletters argue for a continued decline in the Dollar against the Euro and Yen. This decline is going to be uneven and will be interrupted by the occasional rally but we see another 15% downside risk for the coming 12 months. A declining dollar has been bad for equities lately. Foreigners hold about 11% of all equities in this country, which is not necessarily huge but could be significant when being offset by lackluster demand from domestic investors.
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2.
High valuations throughout many sectors.

Standard & Poors currently estimates that the companies in the  S&P 500 will achieve collectively $55.68 in operating earnings. The would give the S&P 500 Index (2002 close at 879.82) a 2003 Price-Earnings-Ratio (PER) of roughly 16. However, if we consider “Core Earnings” (see S&P home page) as the true yardstick for value, we will have to deduct about 40% from operating earnings. This would raise the PER of the index to about 26. One also must consider that the peak earnings in 1999 were just above $52.-. I do not see a great chance that earnings are going to surpass the 1999 peak this year. Too many companies face serious challenges such as overleveraged balance sheets, pension fund liabilities and a weak economy to be able to meet or exceed their 1999 peak operating earnings. Continued contraction of PE multiples in a risk averse environment is also likely. Given the body of evidence, I consider it to be very likely that the big indices will have another down year in 2003.  

3. The U.S. Economy.

Economic performance in the U.S. continues to see-saw along the bottom. The Chicago Area Purchasing Manager’s Index (CAPM). During December, the CAPM Index fell to 51.3 from 54.3 in November. The decline suggests that manufacturing activity in the nation’s Rust Belt, continues to expand in December, only at a slower pace than November. Investors should recall that any posting above 50 indicates an increase in activity. The CAPM Production and New Orders Indices also fell but remained above the economically critical 50 mark. The Production Index was 54.2 in December, down from 57.3 in November, while the New Orders Index dropped to 53.0 from 60.8. The Prices Paid Index rose to 62.1 from 57.2.

Even more discouraging is, that the Conference Board’s consumer confidence index fell to 80.3

in December from 84.9 in November. The index is now at its lowest level since the nine-year low of October. This is quite a discouraging sign for future spending and overall economic activity. The consumer was clearly unnerved by heightened Mid-East tensions, sluggish labor market conditions and the erosion in the stock market value throughout December. Meanwhile, the expectations index fell to 87.2 from 89.3 in November. This reversal in consumer attitudes is more worrisome than in previous surveys because the influences are probably of the nature that will alter spending behavior. The most damaging condition is the loss, or anticipated loss, of a job. Of all the disheartening news in this report, the most discouraging was the surge in the “Jobs Hard to Get” Index, which rose to 29.8 in December from 27.3 in November – the highest since May 1994. There is an incredibly strong relationship between this index and the unemployment rate. With labor market conditions deteriorating, consumers are more likely to retrench.
The new year is going to be challenging – no doubt about it. Let us help you to make the best of it!
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