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Balance Sheets and Valuations – one more time

Saddam Hussein caves in, the futures rally overnight by 18 points, indicating a strong Wall Street opening in the morning. Consumers keep on spending like there is no tomorrow, thanks to the fresh cash provided by refinancing their homes and rolling over their credit cards at lower rates. Car sales reached gangbuster proportions thanks to zero percent financing by the big three car makers. Wall Street analysts predict that GDP growth in this quarter should rebound to something like 3 %. So why am I not happy? Because it seems that the economy is being driven by borrowed funds. Consumers are stretching their credit limits to the maximum extent possible. Governments around the globe are running up deficits and corporations have been trying to grow through leverage. Everybody is borrowing like there is no tomorrow. And that is reason for concern. 

Ned Davis Research brought made a very good point the other day: “While 257 public companies with $258 billion worth of assets defaulted last year and went bankrupt, the debt actually has continued to grow right through the bear market.” In other words, in a bear market assets disappear, but the liabilities stay.

The fed-funds rate has been at a 40-year low since December, and yet spreads between yields of corporate and Treasury bonds have widened dramatically, while capacity utilization remains well below 80%. In other words, a low fed-funds rate hasn't been the cure for what's ailing corporate America, and it was folly to think another 25 or 50 basis points of easing today (or tomorrow) would change that. Even more amazing, 28 months into a severe bear market and 20 months since the Fed began its historic easing campaign, there still are folks out there who think that lower rates will be the salvation for either the stock market and/or the economy.

The charts below illustrate the point. Households, corporations and governments live on borrowed time.
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Corporate profitability is in jeopardy for years to come. Throughout the Nineties, companies borrowed enormous amounts of money to buy back their own stock at high prices to reduce the amount of outstanding shares. Therefore, corporate CEOs hoped to distribute the rising earnings over fewer shares and thus showing higher “per-share-earnings-growth”. The debt was supposed to be retired down the road. Leverage was the juice that was to bring superior stock performance. This strategy obviously backfired. Times went bad, assets disappeared, but the liabilities stayed on corporate balance sheets throughout America. 

The chart below gives another version of this sorry tale. The flat line represents GDP since 1959. The steep line represents the sum of all government debt, corporate public debt and private household debt. As of December 2001, the total debt floating around represented 280% of this country’s GDP, the highest in U.S. history.
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What are investors to do? Everybody lost money in stocks already. As we pointed out numerous times here, government bonds do offer safety of being paid interest but do not necessarily guarantee further capital appreciation. On the contrary. We see substantial risk of capital losses in the bond market at this time. Paper of any sorts has become suspect. Stocks hurt investors for almost 3 years now. Government Bonds will be next. Speculative IOUs in the corporate world have already decimated portfolios of even the smartest investors and we suspect that before this is all over, nobody will trust paper of any kind anymore. Trust, the fuel for capital markets is gone. 

So what are investors to do?

High quality bonds (BBB or better) seem to have discounted the worst already and can offer attractive risk/reward potential. International Dollar denominated Bonds or International Bond Funds can offer high credit ratings in foreign markets. A falling Dollar would give you an additional performance kick. Speculators might look at Gold Funds. Gold, as said before seems to profit from the loss of confidence in paper assets. Gold and gold stocks however are notoriously volatile which makes the timing of an investment in these vehicles tricky. Gold funds offer diversification and should constitute an increasing part of every portfolio. If bought on a regular (monthly or quarterly) basis, volatility in those funds can become your friend. Other than that, stay liquid and make sure that any investment pays you back in hard dollars, like interest or dividends. 

To learn more about on how to achieve any of your Investment Objectives, call us 

866- 33-CALES (866-332-2537)

Or visit our website at http://www.calesinvestments.com 
Educated Investors Are Our Best Clients. For Our Best Clients We Go The Extra Mile.
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Model descriptions

		Model Name		Description		Source of description

		"After Tax Free Cash Flow"		Reported Earnings plus depreciation plus amortization		Barron's 01/29/01 p. 28

		Growth Rates		Low PEG Ratio, Valuation changes (e.g. as of 02/12/01 the average growth rate in the		CNBC

				Technologie Sector is 29.9%  Growth Rates should come down to 20% 5 year growth

				estimates.

		"Graham & Dodd w. a growth twist"		Undervalued Assets: stocks must sell at discount to breakup/private market value or to		Barron's 02/19/01 p. F6

				companies with comparable cash flows

				Turnarounds: Good balance sheets, stocks are selling at discount to normalized earnings

				2 years out

				Undervalued Growth: solid balance sheets and can provide earnings growth of 15% -20% or more

				but are selling at significant discount to their peer group

		Value Strategie of Clipper Fund		1. proven business model 2. generate significant cash flow

		B's 03/12/01		3. Repurchase stock 4. Sell at discount to cashflow

		Economically Sensituve Stocks:		In bad times often trade on non-earnings measures such as:

				Enterprise value:

				(market value + debt)/sales                 or

				(market value + debt)/cash flow

		Earnings Validity:		P-S Ratio/Profit Margin = PE Ratio





Market Ratios

		Barron's 03/19/01						Mar-00		Mar-01

		average PE-Ratio of tech companies						70.00		30

				1990		1998

		historical PE-Ratios (1 y forward earnings) of tech companies oscillated in a trend channel		12		30

				1990		94-98		Mar-00

		P/E of tech stocks relative to the S&P 500 and/or non-tech growth companies		0.8		1.3		2.30

				1990		94-98		Mar-00		Mar-01

		Price to Sales Ratio of Tech Stocks oscillated between		2		4		14.00		6

				1990		94-98		Mar-00		Mar-01

		Market Capitalization of tech stocks compared to the S&P 500		7%		20%		0.35		19%

		Don Hays (B's 04/02/01) was w. Wheat First Securities until 1999

		Watches TRIN_X; TRINAX; TRINQX

		I/B/E/S 12 months forward Earnings Yield of S&P 500 vs. yield of 10Yr notes

		He sees a 6 - 12 month rally starting in April "straight up action", after that 3 rd leg of bear market

		Deflation will be the theme of the next many years, avoid commodity, mining, forest products

		Focus on Infrastructure (Oil, Power, Drilling Replacement, streets & bridges, consumer stocks)

		Focus on productivity plays: technology, medical tech, oil replacement (2 yr window) and selectiveley Fiancial stocks

		Louis Navallier (CNBC 04/05/01)

		GARP (growth at a reasonable price) is the only model that works at the moment

		he looks at PEG for F2 (2002)

		Bill Miller (Legg Mason) B's 04/09/01

		Buy stocks at discount to "intrinsic business value" >> Present Value of future free cash flows

		Robert W. Kleinschmidt (Tocqueville Fund) B's 04/09/01

		P/E Ratios are sometimes suspect because of the Earnings part which might distort the picture.

		Kleinschmidt therefore looks at Price-to-Sales Ratios instead. He looks at historical margins

		and examines whether the company can get back to those margins.

		The number of Mutual Funds increased from 3,081 (1990) to 8,171 (2000)

		MF assets jumped from $ 1 Trillion (1990) to $ 7 Trillion (2000)

		Fund complexes however increased only from 361 (1990) to 431 (2000).

		Jeremy Grantham (Grantham, Mayo & Van Otterloo) B's 08/05/01

		"The greatest value rally in history" began in March 2000;

		"Value" compared to "Growth" was never in history cheaper than in March 2000;

		2nd biggest undervaluation of "Value" vs. "Growth"  was the end of the nifty fifty bull market in December 1974;

		Today, value is still 20% to 30% cheaper as compared to growth.

		Value & Growth will always overshoot when recovering from extremem moves;

		value on the upside, growth on the downside.

		The S&P peaked in 1929 & 1965 @ PE of 21;

		In this cycle the S&P peaked @ PE of 33; on 08/05/01 it is still at a PE of 26

		He defines bubbles as a 40 year event in which "statistics" go 2 standard deviations beyond the norm!

		They all went back to the longest term trendlines of growth.

		Emerging Markes trade on average at a PE of 8.5; they should go to 16-17,

		just like the S&P should go to 16-17

		Thyra Zerhusen (Talon Asset Management since 1999) B's 08/13/01

		Uses 10 year average Price to Sales Ratio to see if a stock is undervalued or overvalued

		The average pharmaceutical company sells at 3,4,5, times Sales

		Alpharma (NYSE: ALO) sells on 08/10/01 at 1.2 X sales

		Federal Reserve Model for Valuing Stocks (implicitly endorsed by Fed Officials)

		Estimated 2003 earnings for S&P 500		$   45.00

		S&P 500 Index Value 08/30/02		$   916.00

		S & P 500 "earnings yield"		4.91%		PE Ratio		20.36

		current yield on 10-year treasury notes on 08/30/02		4.14%

		Difference between S&P 500 earnings yield and 10-y T-Note yield:		-15.79%		over/(undervalued)

		International Strategy & Investment Group (Nancy Lazar & Ed Hyman) B's 12/03/01

		Historically, G7 short rates and oil prices have been key determinants of economic activity

		G7 rates and Oil tend to be leading indicators

		"This is a classic end-of-recession rally in the stock market!!!!!!!!!!!!!!

		GDP growth in 2002 should start in Q1 w. 2.5% (annualized) and increase to 4.5% by end of year.

		S&P 500 earnings in 2002 should be $50.00

		"Deflationary Bust" (like US in 1930s or Japan today) is not likely.

		More likely is a "Deflationary Boom" (US in 1954-55), where we went from +1% to -1%

		inflation yet GDP growth averaged 7%, earnings were up strongly and the market rose 40%

		See GDP predictor model *

		Barton Biggs (B's1/14/02): A high-quality 7%-8% growth rate in the kind of world we are

		talking about is going to be worth 25 times earnings. A 10% growth rate is going to be

		worth 35 times earnings."

		Total Size of the US credit market: $19 Trillion

		Total Size of mortgage market: $4.3 Trillion

		Total Size of treasury market: $3.0 Trillion

		Total Size of GDP: $10.3 Trillion

		Total size of Stock Market:



See GDP predictor model *



Stock Valuations

		

				Stock		Stock		Stock						10 y avg		implied price/sh

		Company		Price		Price		Price		Sales/Sh		P/S		P/S		w. average P/S		Overvaluation

				07/06/01		08/31/01		11/30/01		9/31/2001		11/30/01						in %

		IBM		106.00		100.00		115.59		50.29		2.30		0.80		40.232		65.19%		Mix/Quality

		HWP		26.00		23.22		21.99		23.49		0.94		1.30		30.537		-38.87%

		SUNW		14.00		11.50		14.24		5.39		2.64		1.00		5.39		62.15%		Mix/Quality

		MSFT		66.00		57.00		64.21		4.54		14.14		8.60		39.044		39.19%		Software/Quality

		EMC		22.00		15.50		16.79		4.12		4.08		3.20		13.184		21.48%

		CPQ		15.00		12.34		10.15		23.52		0.43		1.00		23.52		-131.72%

		DELL		26.00		21.38		27.93		11.98		2.33		1.20		14.376		48.53%		Hardware/Quality

		GTW		15.00		9.00		9.40		26.19		0.36		0.70		18.333		-95.03%

		MU		39.00		37.63		27.16		6.53		4.16		2.50		16.325		39.89%		Hardware/Quality

		INTC		28.00		28.00		32.66		4.39		7.44		5.10		22.389		31.45%

		ORCL		18.00		12.22		14.03		1.86		7.54		6.30		11.718		16.48%		Software/Quality

		CSCO		17.00		16.34		20.44		2.98		6.86		11.00		32.78		-60.37%

														3.5583333333				-1.63%





Market Value

						Total Size of the US credit market: $19 Trillion

						Total Size of mortgage market: $4.3 Trillion

						Total Size of treasury market: $3.0 Trillion

						Total Size of GDP: $10.3 Trillion

						Total size of Stock Market:				$9,975,300,000

		Month		Stock Volume		Transactions		Market Value		Turnover in %		12 month MV increase

				shares		in $$$		listed stocks		of Market Value		or decrease in %

		July'01		23,878,291		$819,169,000,000		$12,208,000,000		6710%

		June'02		31,739,602		$895,075,000,000		$10,758,500,000		8320%

		July'02		41,498,590		$1,120,619,000,000		$9,975,300,000		11234%		-22.38%

		8/19/02		in 3 days since Wednesday

		contracts		1,428,185		$142,818,500,000		$571,274,000,000

		Month		Bond Volume		Transactions		Market Value		Turnover in %		12 month MV increase

				contracts		in $$$		listed stocks		of Market Value		or decrease in %





Debt-GDP

				GDP				Total Public Debt				Household Debt				Debt		Ratio

				Date		Value		Date		Value		Date		Value		Sum		GDP/DEBT

				1959.1		$   2,273		4/1/59		$655		1959.1		$   181		$836		36.79%

		1960		1960.1		$   2,391		4/1/60		$702		1960.1		$   202		$904		37.79%

				1961.1		$   2,367		4/1/61		$734		1961.1		$   219		$953		40.27%

				1962.1		$   2,544		4/1/62		$784		1962.1		$   237		$1,020		40.10%

				1963.1		$   2,634		4/1/63		$838		1963.1		$   260		$1,097		41.66%

				1964.1		$   2,801		4/1/64		$894		1964.1		$   288		$1,182		42.22%

		1965		1965.1		$   2,950		4/1/65		$962		1965.1		$   318		$1,279		43.37%

				1966.1		$   3,201		4/1/66		$1,031		1966.1		$   347		$1,377		43.03%

				1967.1		$   3,292		4/1/67		$1,093		1967.1		$   366		$1,459		44.32%

				1968.1		$   3,406		4/1/68		$1,175		1968.1		$   390		$1,565		45.95%

				1969.1		$   3,558		4/1/69		$1,269		1969.1		$   423		$1,692		47.54%

		1970		1970.1		$   3,567		4/1/70		$1,353		1970.1		$   446		$1,799		50.45%

				1971.1		$   3,666		4/1/71		$1,456		1971.1		$   471		$1,927		52.57%

				1972.1		$   3,797		4/1/72		$1,600		1972.1		$   518		$2,117		55.76%

				1973.1		$   4,092		4/1/73		$1,779		1973.1		$   583		$2,362		57.71%

				1974.1		$   4,119		4/1/74		$1,951		1974.1		$   647		$2,598		63.07%

		1975		1975.1		$   4,010		4/1/75		$2,120		1975.1		$   698		$2,818		70.28%

				1976.1		$   4,266		4/1/76		$2,335		1976.1		$   762		$3,097		72.60%

				1977.1		$   4,411		4/1/77		$2,600		1977.1		$   858		$3,458		78.40%

				1978.1		$   4,589		4/1/78		$2,943		1978.1		$   994		$3,937		85.80%

				1979.1		$   4,888		4/1/79		$3,332		1979.1		$   1,162		$4,494		91.93%

		1980		1980.1		$   4,959		4/1/80		$3,715		1980.1		$   1,329		$5,044		101.71%

				1981.1		$   5,033		4/1/81		$4,066		1981.1		$   1,434		$5,500		109.29%

				1982.1		$   4,914		4/1/82		$4,487		1982.1		$   1,540		$6,027		122.64%

				1983.1		$   4,972		4/1/83		$4,956		1983.1		$   1,601		$6,557		131.87%

				1984.1		$   5,402		4/1/84		$5,621		1984.1		$   1,796		$7,417		137.29%

		1985		1985.1		$   5,630		4/1/85		$6,445		1985.1		$   2,061		$8,506		151.10%

				1986.1		$   5,859		4/1/86		$7,357		1986.1		$   2,343		$9,700		165.56%

				1987.1		$   6,013		4/1/87		$8,182		1987.1		$   2,591		$10,773		179.15%

				1988.1		$   6,276		4/1/88		$8,937		1988.1		$   2,844		$11,780		187.71%

				1989.1		$   6,544		4/1/89		$9,698		1989.1		$   3,125		$12,823		195.95%

		1990		1990.1		$   6,716		4/1/90		$10,403		1990.1		$   3,449		$13,851		206.23%

				1991.1		$   6,631		4/1/91		$10,966		1991.1		$   3,675		$14,641		220.79%

				1992.1		$   6,783		4/1/92		$11,488		1992.1		$   3,869		$15,357		226.39%

				1993.1		$   6,989		4/1/93		$11,985		1993.1		$   4,051		$16,035		229.45%

				1994.1		$   7,229		4/1/94		$12,600		1994.1		$   4,332		$16,932		234.21%

		1995		1995.1		$   7,489		4/1/95		$13,220		1995.1		$   4,655		$17,874		238.68%

				1996.1		$   7,676		4/1/96		$13,947		1996.1		$   5,006		$18,953		246.90%

				1997.1		$   8,016		4/1/97		$14,679		1997.1		$   5,313		$19,992		249.39%

				1998.1		$   8,396		4/1/98		$15,591		1998.1		$   5,673		$21,264		253.26%

				1999.1		$   8,733		4/1/99		$16,666		1999.1		$   6,141		$22,807		261.16%

		2000		2000.1		$   9,097		4/1/00		$17,695		2000.1		$   6,638		$24,333		267.47%

				2001.1		$   9,230		4/1/01		$18,576		2001.1		$   7,208		$25,784		279.35%
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