Wnter 2002

How Much Can the Market Bear?

By Ralph Weil

an we have a third year of

declines for the current bear

narket? W can, but is it
likely to happen? V¢ think not.
There are many signs that suggest
the econony is bottoming and that
sonetine this year corporate earn-
ings and cash flows wll inprove. As
inthe year 2001, our najor concern
for the overall narket is val uation.
But before we address the future
specificaly, let's take a lock a the

past year.

It is nowofficia; the longest run
ni ng econonic expansion ended in
Mirch 2001. And again, the equity
narkets led the turn. The Sandard
& Poor’s 500 and the NASDAQ in-
dexes topped out during the Janu-
ary/ February tine period, while the
Dow Jones Average, due to its
hi gher energy weighting, topped
out in My. As we know the equity
narket is used as one of the |ead
ingindicators in forecasting the di-
rection of the econony. The
narket’'s lead tine for dowturns is
general Iy shorter than for upsw ngs
in the econony.

This recessionis being felt nost sig
nificantly in nanufacturing. It is
now qui te apparent that in the boom
tines of 1999 and 2000, excess in

ventories were built pretty much
throughout the entire econonic
structure. Sockpiles vwere built at
al levels fromrawnateria s, nanu-
facturing and transportation, al the
vay to the end-user level. S it can
be safely said that the current
downturn is a classic inventory cor-
rection. The consuner has contin-
ued to do his part by spending on
housi ng, housing related itens, au
tonobiles and to a |esser extent,
other durable goods. The inventory
excess is a self-correcting problem
and should be worked off by md
year.

As previously stated, consuners
have been doing nore than their
share in supporting the nation's
econony. This has been the case
even in the face of rising
unenpl oyment and the events of
Septenber 11. As tragic as
Septenber 11 is, it should be
remenbered that the recession
predated those covardy acts. Ater
the eleventh, nost forecasters
feared that the consuner woul d put
his hands in his pockets and not
spend. Fortunately, after abrief [ul
in activity, people started spendi ng
agai n. The housi ng segnent was
hel ped by lowinterest rates and the
aut onobi | e segrment was pushed
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“How Much Can the Market Bear?” continued from page 1

ahead by big incentives. Wiile this spendi ng
activity certainly kept us fromfdling off the cliff
in economc terns, its downside could be |ess
activity in the first and second quarters of this
year.

Looking at current econonic signals, we are
seeing signs that are encouraging and give us
sone reason to believe this part of the cycle is
bottoming. Anong others, those signal s include:

* | npr ovenent
Manager s’

in the Purchasing
| ndex

eJowng in the rate of unenpl oynent
growt h

elnprovenent in the leading indicators

el nprovenent in consuner confidence
eBetter orders for durable goods except
for the volatile transportati on segnent

It is clear that these are positive signs, but there
are aso signs the recession will continue at |east
for a couple nore quarters. Inventories in cer-
tain areas are still aproblem wile in other seg
nents, such as seniconductor nenory chips,
prices are starting to rise. Another concern is
how | ong consuners can continue their spend-
ing spree in the face of rising unenpl oynent (at
a slower rate) and the advanced spending done

Total returns for al of 2001 are shomn inthe table
bel ow As can be seen in the table, fourth quar-
ter returns rebounded sharply. This wll inpact
recovery returns for 2002

Wien we examne the outl ook for 2002, we have
a hard tine seeing revenue and profit growh
before the second quarter and nost |ikely not
until the second half of the year. 9 ow revenue
growth presents problens for nanagenent in
offsetting rising costs. V& know for instance that
i nsurance costs, including health, are rising sig
nificantly this year. Gven the recession, indus-
try will have a hard tine passing those hi gher
costs on to the consuner. Qrerall, we agree wth
the general forecast of a recovery nost |ikely
starting in the second half of the year. Wile the
Federal Reserve has put in place eleven inter-
est rate cuts since the beginning of 2001, it takes
tine for the cuts to be felt in the econony. This
tine around, the inpact is effected by the size of
the inventory overhang and other factors.

Qur conclusion is that, given the uncertainty of
the tining of the recovery in earnings and cash
flow and the substartia rise in the equity nar-
kets since the bottom the gain in the narket for
2002 will be nodest. This year will clearly not ke
one of those years when the old adage “A rising
tide lifts al boats” wll apply. Sock se ection wll
be paramount, as it was in 2001. V& wll commit
our energy to a careful nonitoring of each com
pany and a critica assessnent of its outlook in

a the end of 2001 an unsettled econonmic environnent. S
2001 4001
Dow I ndustrials -5.3% +27.0%
Standard & Poor's 500 -11.9% +22.0%
NASDAQ -20.8% +42.0%
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What’s Next?

By Jim Fox

e frequently are asked this question.
It is particuarly comon at year end
as investors look forward to a New

Year and nake financial plans. V¢ anal yze avail -
able infornation and nake our forecast in spite
of long odds. (See this issue’'s acconpanying ar-
ticle.) The reality is, no one knows where the
narket is going+t is fickle.

In our industry there is an adage that addresses
this challenge. “If you nust forecast, forecast of-
tenl” Qne of our sage, retired partners used to
respond to the question about narket outl ook by
quoting Jay Ferpont (J.P.) Mrgan, “Socks wll
fluctuate!”

Neverthel ess, we nust always | ook forward and
attenpt to anticipate risk and opportunity. Part
of this effort includes evaluation of input from
each of the professional sources we access. Qe
of these resources is the strategist enpl oyed by
each of several major V| Sreet firns. Wile
we recogni ze they inherently have biases as wel |

Their record for 2001 is not good-even adjust-
ing for post Septener 11. Ten of the nost re-
spected brokerage firns posted forecasts in a
Wall Street Journal survey published at the be-
ginning of the year. The forecast for last year's
cl osing Sandard and Poor’s 500 | ndex (S& 500)
ranged from 1400- 1800 and the nedi an estinate
was 1600. The actual closing of the S8P 500 for
last year was 1148, a forecasting error, on aver-
age, of 30%by strategists wio are well paid to
anal yze narket action.

In our letter of one year ago, we projected a re-
turn to economic growh by year end. Qur ex-
pectation was that the narkets woul d show a
nodest positive return for 2001. Ve clearly
mssed the tinming of the turnaround. Qur cau-
tious forecast, while closer to the nark, was a so
overly optinmistic. Neverthel ess, our caution pro-
duced strong rel ative returns for the period. Not
only did our clients avoid serious danage, we
found oursel ves naking gains during the sharp
year-end raly. Like nost of our clients, we are
gad last year is behind us.
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The 5th in 87 Years

e are pleased to announce that our Board of Drectors, in concert
WWth the firms principals, has elected Reter Boyle, (FA Fesident of

Qifford Associates. Reter is oly the fifth RFesident in Giffords 87-
year history.

This event narks the culmnation of a succession plan put in place a nunber of
years ago to alowour forner Resident, JimFox, relief fromthe day-to-day nan
agenent responsibilities of the firm

Jim who joned Qifford Associ ates nearly 20 years ago, Wil retain his position on
the Board of Drectors as well as his prinary responsibility of nanaging client
portfolios. Lhder Jims |eadership the organi zation has grown and prospered.
Today, the firmnanages over $760 million in assets for indviduas and non-profit
institutions. Besides our core investnent counseling business, the firmis al so
now recogni zed as a leading provider of services to the planned giving conmunity.

Peter, for those of you who have not net him joined Qifford Associates 10 years
ago. 9 nce that tine he has served in a nunber of nanagenent roles, in addition to
having responsibility for both individual and institutiona clients. Hwing grown
wth the conpany and possessing significant investnent know edge, he is well
suited to lead the firmfor nany years into the new century.

W are pleased that this considered, planned transition will ensure continuity of
our core investnent phil osophy, which has been in place since the firms foundi ng.
Peter will continue to work with his existing clients and | ooks forward to neeting
those served by other partners in the firm

Visit Us on the Web

have conpleted the initia devel opnent of the Qifford Associates
vasite. Hease visit us a ww cliffordl9l5.com Qr panis to
continue the devel opnent of the website. Qrer the next year or so, we
wll offer access to our nevel etters anong ather infarnation. This facility wil
not only speed infarnation on investnent issues to our clients, it wll alowus
to add nore freguent, periodic updates.

FArnaly, ater we are satisfied our security and cofidentiaity standards are net,
ve Wil provide online access to clients far their portfdio status. These reports
Wil be updated daily for those clients wose custodian provides linkage to QGifford s
systens. Qhers will be current except for the delay in reconciling cash ba ances
fromnonthly custodian statenents. V& would like to add your e-nail address to
our database, please contact us a info@liffordl915. com




