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Sunday, February 2, 2003

Dear Investor:

Last week brought more declines for the major indices. Investors could not find any reasons to buy stocks. With the few exceptions noted below, it was essentially a buyer’s strike, not necessarily an overwhelming desire to sell stocks.  Corporate report cards were turned in and even though 4th quarter earnings came in stronger compared to the 4th quarter last year, "ongoing economic weakness and geopolitical uncertainties" were the standard phrases used by managements in every industry to describe their tepid outlook for the coming year. The fourth-quarter results from corporate America have been, for the most part, encouraging. About 67 percent of the companies in the S&P 500 have reported earnings so far, and, of those, 62% have beaten Wall Street analysts' expectations and 22% have matched them, according to Thomson First Call. This is a decent development.

Economic data this week included a meek 0.2% rise in December durable goods orders, record December new-home sales and rising weekly jobless claims. On Friday, the Chicago PMI was unexpectedly strong while December personal income and spending exceeded expectations. But the revised University of Michigan consumer confidence index fell to 82.4 in January from 83.7 previously, as opposed to estimates for 83.5, with the expectations component falling to 72.8, its lowest level since November 1993. Meanwhile the economy grew at 0.7% in the 4th quarter, which is a substantial slowdown from the 3.1% in the 3rd quarter and the 1.3% growth in the second quarter of ’02. However, business spending picked up for the first time since the 3rd quarter of 2000. This is good news. The ECRI's weekly leading index fell to 119.0 in the week ended Jan. 31 from 119.3, but the six-month growth rate improved to negative 1% from negative a 1.8%. This also reflects some improvement. 

The two outstanding losers of the week were the two darlings of the wild 90s. Applied Materials (NASDAQ:AMAT) and AOL Time Warner, Inc. (NYSE:AOL). 

AOL Time Warner on Wednesday unveiled a $45 Billion loss for the final three months of 2002 as the media giant attempted to draw a line under a year marked by financial disappointment and management upheaval. The loss was triggered by a writedown of the goodwill on AOL Time Warner's balance sheet. Combined with earlier accounting adjustments it left the company with a full-year shortfall of $98.7 Billion in 2002 - the largest loss in US corporate history. The stock naturally tanked on Thursday by 14% on heavy volume, closing at $12/ sh. However, it did not even come close to reaching its July ’02 lows of $9.50, even though the annual loss exceeded Wall Street estimates of $50 Billion by 100%. One year ago, the company would have been severely decimated. 

Applied Materials, the other darling of the ‘90s, and the world's largest maker of microchip production equipment, warned on Friday that quarterly orders would miss expectations by $234 million because chip makers have reigned in spending due to war jitters and an anemic economy. The company, facing the worst slump the $19 billion chip equipment industry has ever seen, also said it would take a $100 million charge against earnings in the first quarter, related to a round of layoffs in November. It was the first time in four years that Applied Materials has issued a warning to investors in advance of its quarterly earnings. The company will release earnings for its first quarter, which ends this month, on Feb. 11.  Interestingly enough, out of the 29 brokerage analysts who cover AMAT, one initiated the company with a “buy” rating, while three upgraded the company from “neutral” or “hold” to “buy” during the month of January. What were these people smoking?

AOL’s announcement might mark the end of the 1990s cleanup. Lets hope that aggressive accounting and optimistic assumptions are a thing of the past now. After all, it took three years and a 70% decline in the NASDAQ to wash away the sins from the past. Let’s hope that this is it. 

AMAT’s announcement , however, shows that investors’ psychology takes much longer to clean up. Investors still cling to fond memories of their former darlings. They still refuse to accept the fact that PCs and cell phones are not selling, therefore Intel & Motorola can not sell chips and therefore don’t need factories or equipment from AMAT that produce these chips. Yet AMAT has always been afforded the treatment of a growth company despite the fact, that it’s business was always cyclical. It’s 2004 Price-Earnings Ratio (PER) amounts to 20 times earnings 12 months out. An analyst who upgrades the company to a buy with the argument that it’s PER should increase from 20 times earnings to 28 times earnings by 2004 has made unrealistic assumptions about the prospects of the chip industry. Cyclical companies have notoriously volatile earnings and therefore deserve a lower PE than true “stable growth” companies. I can not recommend that you pay 20 times earnings for a cyclical company in disguise  - a cyclical company whose business is deteriorating. As long as Nokia and Dell’s growth stalls out, as long as their suppliers can’t sell chips for PCs and Cell phones, nobody will buy equipment from AMAT and nobody should invest money into the company. As long as speculation like this (the bet that PER expansion from 20 to 28 will save the day) is rampant, the bear market will not be over.
Let me add one caveat, however. Markets have a knack to frustrate the majority of market participants – all the time. So before I tell you “I told you so”, I would like to make several observations:

1. Stocks that refuse to make new lows on worse than bad news, might eventually even go up. AOL and AMAT are no exception. Now, that the bad news is out and well publicized, it might be time to cover your shorts. The time to go long has not come for long term investors, although, both might become a good trade in the coming weeks.

2. The U.S. stock market seems ready to bounce. Everything but the kitchen sink was thrown at it in recent weeks, and still, we have held the lows so far. Sub-par economic data, rising unemployment, deflationary tendencies worldwide on one hand and rising oil prices on the other and last but not least, the virtual certainty that this country is going to war. All news was bad news and still, we are not even near the October lows. Markets that refuse to make new lows on worse than bad news might eventually go up. 

3. The U.S. Dollar has lost some 16% over the past 12 months. I said in my last Newsletter that I see additional risk of 10% - 15% for our currency. This is still my opinion. However, the recent gathering of politicians and corporate leaders at the annual World Economic Forum in Davos, Switzerland has shown one interesting aspect. The uniform opinion of virtually all European attendees was, that the U.S. Dollar would suffer another terrible year. If this truly is a majority opinion, I am pretty certain that the Dollar might fake everybody out. The majority of market participants is usually wrong. So fasten your seatbelts, the Dollar might whipsaw everybody into humility. 
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The chart above shows the Federal Reserve’s data about U.S. Treasuries held by foreigners. The index has recently reached a new high and brings up some interesting questions. Why would foreigners take the chance of loosing 10% to 15% in a foreign currency while having the prospect of earning less than 5% on their holdings? Something does not compute here. It could be that Asians are the principal holders while European institutions have been doing the selling. Or it could be that Europeans talk one way and do the opposite. Or it could be a combination of both. One thing seems pretty obvious to me. The majority of market participants usually leans the wrong way. I would not be surprised if the dollar and our stock markets would turn up in earnest, before they turn down in earnest. Time will tell.

To learn more about our current recommendations call us toll free at: 866- 33-CALES (866-332-2537)
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