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The Bubble
You have seen “The Bubble” referenced on these
pages many times over the past years. The “Bubble”
refers to the massive overvaluation that the U.S.
equity market had reached during the years 1999
and 2000. It had taken about two years for the
“bubble” to mature and it has taken about one year
for the bubble to deflate. The “bubble”, we believe,
was created by excess liquidity pumped into the
economy by the United States
Central Bank, (The Federal
Reserve) to counter potential
problems caused by several
economic situations: the Asian
economic meltdown, the threat
of a major hedge fund going
bankrupt, and Y2K fears. It
could also be said that the bubble
was nothing more than the overt manifestation of
greed by the investing public as they snapped up
every new stock related to the internet or .com
business that they could.

The bubble burst during 2000 when that same
Central Bank (The Federal Reserve) raised interest
rates six times over several months for who-knows-
what reasons. Maybe Mr. Greenspan (Chairman

of the Federal Reserve) was tired
of being laughed at for his
“Irrational Exuberance” reference
to the stock market of some years
earlier and wanted to prove that
he was right. Some feel that he
was still fighting the last
economic war, the war on
inflation. One thing is sure; he
(Mr. Greenspan) accomplished

his goals. He completely throttled the longest
peacetime economic expansion in many decades,
brought the Internet, .com, technology, and
telecommunications businesses to their knees, and
brought earnings growth to a screeching halt
throughout the economy. The unemployment rate,
while still low by historical standards, is climbing
as many businesses cut employees to weather the

storm. Unfortunately the job
cuts are far from over.

While we, CCMG, had a
relatively satisfying year during
2000, so far 2001 has been
anything but satisfying. This
report will discuss what
happened this quarter, what

the prognosis is for the market over the remainder
of the year, and how we plan to benefit from
upcoming market actions.

But first, a review of 2000 is in order. During the
first nine months of last year, our wealth
management models caught every major
movement to the upside and avoided every major
move to the downside, which is what they are
designed to accomplish. In fact we avoided the
initial 30% decline in the Nasdaq that had occurred
during April 2000. We had very handsome
accumulated profits through the end of the third
quarter so that when we remained invested for too
long (more on this later) at the end of the year, and
gave back some of those profits, we still had a
profitable year. One way in which we had
demonstrated last year’s results was to compare
several Lipper Mutual Fund indexes with and
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The first time was during
the 1998-market decline,
the second time was in
September of 2000, and
the third time was this
February. Needless to
say, this filter (or sell
restriction) has been
taken out  of  our
equations, at least until
we review the whole
situation and make a
logical, mathematical
determination as to why
it has misfired three
times. One comforting
fact, at least for us, is that
the basic model system is
working. That would
have been a perfect sell
(2/20) and would have

avoided losses of 10.6% on the S&P 500, 9.4% on the Dow Jones,
and 23% on the Nasdaq. You can see that our entire loss for the
quarter came from that missed sell situation.

As you can see, the sell restrictions have been causing us problems.
These sell restrictions were put in place to allow us to stay invested
when markets were moving higher only on momentum. This particular
sell restriction had performed well over the years and had been tested
back to the late 1960’s with excellent results. Obviously, the damage
it has done recently negates any benefit that had been derived earlier.
We can only apologize for our model’s misfire and assure you that the
basic models are performing properly. I would also like to say that one
poor quarter does not make a whole year. I firmly believe that we will
catch our share of market advances during the remainder of this year
to more than offset these first quarter losses. In fact, as of this writing,
the market is moving in a much better fashion and things are looking
up. Please read further to see why we feel that the market will give us
the opportunity to recover these losses.

On the “How have others done” note, James Stack of Investech
reprinted a list of technology stocks recommended by “Smart Money”
magazine in the March 2000 issue. That list was titled “Ultimate Tech
Portfolio”. There were fifteen names on the list and they were all well-
known technology stocks such as Lucent, Cisco, PMC-Sierra etc. The
average loss among the fifteen is 72.4%. The worst loss is 96% and
the least loss is 26.9%. Yes, technology has been decimated, and Yes,
technology is still the wave of the future and it will shine again.
Technology companies generally have growth rates at least twice that
of the S&P 500 so they will deserve higher multiples going forward.

The Bright Side

Reasons To Be Optimistic
It has been said “it is always darkest before the dawn”. This quarter has
been the most difficult in the fifteen-year history of this firm. I hope
it is the last dark quarter for the next fifteen years. Part of that “darkest

without our movements. For instance, the Lipper Small Cap Index
lost 8.25% if bought and held for 2000, while CCMG returned 35%*
due to our movement and reallocations*. The Lipper Mid Cap index
lost 16.13% on its own while CCMG returned 26.49%* and the
Lipper Large Cap index lost 19.70% on its own while CCMG had
a much smaller loss of just 3.45%*. Results of other indexes and
mutual funds were in line with the above. While we had a good year
in 2000 considering the devastation that occurred, it could have been
a spectacular year if we had exited the market for the fourth quarter.

First Quarter 2001

CCMG remained invested for the entire first quarter so results were
in line with the indexes. The Dow Jones lost 8.42%, the S&P 500
lost 11.84% and the Nasdaq lost 25.50%. Since many of our programs
are invested heavily in technology, losses for the quarter were tilted
toward the Nasdaq more than normal. We are firm believers in
technology as the future of our economy and believe that technology
will be the first to recover when this market decides to get back on
track. More on technology later.

The quarter began with January producing a nice gain. It appeared
that the market had potentially bottomed early in the month as it had
in early January 2000. That proved not to be the case as another nasty
decline began toward the middle of February and lasted almost until
the end of March. There went our returns for the quarter as we gave
back the gains from January and were stuck in the very nasty decline
that ensued.

You might be asking, “Why didn’t you get us out of the market and avoid
that decline? You have caused me a serious loss because you stayed invested”.
The answer is not an easy one to give, but I will try! Our basic model
rendered a sell indication on 2/16, which would have resulted in a sell
on the next business day, 2/20. However, a filter, or sell restriction,
that has been in place for some time with excellent results negated the
sell. This same filter has now caused us to be embarrassed three times.
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rate reductions of at least 1.00%. Since 1921 there have been 13
instances where the Fed has reduced rates three times. The market
gained an average of 28.7% in the following twelve months and
gains of 35% to 45% are common. In 1998 the Nasdaq soared
77% in 10 months. The median drop after the third cut was 3%
which is exactly how far the Dow fell between March 20th (day
of the third cut) to March 22nd (day of the low). The only
exception to the above was in 1932, which was in the midst of
deflation and depression. We are looking for Mr. Greenspan to
cut rates by at least another full point between now and the June
Federal Reserve meeting!

The ARMS Index (TRIN)
The Arms is a complex formula related to upward and downward
issues (stocks) and their ratio to the upside and downside volume of
those issues. It was developed by Richard Arms years ago and is
sometimes referred to as the TRIN index. One of the street’s old
timers, Don Hayes, says, “It is the best technical indicator of all”.
When the 10-day moving average of this indicator moves above 1.50,
it has always signaled a major bottom is in store. On March 16th, the
10-day Arms reached 1.517 for the thirteenth time in the past 40
years. History says that you will see a major market bottom within 20
days (four days in the last 20 years) of that number. It is an early
indication to watch for a bottom. In this case the bottom came 4 days
later. The mean gain over the next six months, since 1948, has been
16.5% for the S&P 500

Recognition of a Recession
For whatever reason, recognition of Recession seems to be required to set

the stage for recovery. “U.S.
Jobs Lost in March,
Recession Fears Rise” -
Reuters 4/6/01. “UCLA
analysts expect recession” -
Contra Costa Times 4/5/01.
The Recession has been
recognized!

Inventory Liquidation
“The Inventory correction
that is underway is well
underway. It should be
completed by the end of the
first half of the year.” says Fed
Governor Laurence Meyer.

Washout of Tech Stocks
We all know how washed
out the most popular
sector of last year has
become this year. Just a
glance at the chart shows
that Technology has
dropped from 5 standard
deviations above normal
to 4.5 deviations below
normal. That seems to be
a washout to me!

before the dawn” thought could also be equated to “greed” and “fear”.
If you look at both of the charts in this issue, you can label both peaks
as “greed”, and both bottoms as “fear”. The first chart shows how
overvalued the market became using the Federal Reserves own methods,
and how it is now at or below fair value. The second chart shows how
overvalued technology became, and how undervalued it is today. Harry
Dent, a noted demographic economist who has published several books
about the stock market’s future, is quoted as saying “buy opportunity
of a lifetime approaching”.

There are several things that give an indication that we may have seen
at least an intermediate market bottom on March 22nd. Remember,
we had a new buy allocation on March 20th and would have bought
that day had we been in cash. I would like to list the positives as I see
them and then explain each one in some detail:

1) Interest Rate Cuts
2) The ARMS Index (TRIN)
3) Recognition of a Recession
4) Inventory Liquidation
5) Washout of Tech Stocks
6) Downside Capitulation
7) Liquidity

Interest Rates
The Federal Reserve cut interest rates for the third time on March
20th. This shows Mr. Greenspan’s commitment to undo the harm
he created when he increased rates six times last year. He has
already cut rates 1.50%, almost as much as he increased them
(1.75%) last year, which is a bullish sign. We also expect additional
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Downside Capitulation
This occurs when investors just give up and sell at any cost. Many
investors had invested in .com stocks at high prices and finally got
disgusted and sold just to be rid of the heartache. Between March
12th and March 22nd, there were three days when market volume
was better than 90% to the downside. That is classic capitulation and
is a good indication that a bottom is near. When these down volume
days have been followed with the reverse, heavy up volume days, a
market bottom is almost assuredly in. Last week’s ratio of up-to-down
volume on the Nasdaq was a record 25-to-1. Good News!

Liquidity
Liquidity is an important factor in the market equation. Money
Market funds have seen tremendous inflows so far this year. To date,
almost $200 billion has moved into money markets compared to
$165 billion for the whole of last year. Money supply is also growing
at a record pace. M2 is growing at 12% per year or twice the normal
rate. This is just one more positive for the market.

By this time I am sure you are tired of reading all these positives. You
might be saying, “Yes, but corporate profits are going down the tube,
why will the market go up?” Strangely enough, the market advances
the most when corporate earnings are in a nose-dive. Yes, you read that
correctly! Since 1947 corporate earnings have declined by 5% or more
in nine years or 16% of the time. All nine years were up years in the
S&P 500 and they averaged plus 20.30%. There were no down years
in those nine! At the other extreme, there were nine years when corporate
earnings increased 22% or more. There were five up and four down
years, which averaged 10%, return. One–half of the down earning years!
This is because the market discounts into the future.

The Dark Side

Reasons to be Pessimistic
As bright as things might look at the moment, we cannot get spoiled
and think that this bear market is over. The prior bull market lasted
from 1982 to 2000, or 19 years. For all those years the Dow Jones
did not drop below the prior years low; the definition of a bull year.
However, on March 20th, the Dow dropped below 9,389 (last year’s
low), which officially ended the bull market. What does this mean?
Only time will tell. Most bear markets usually last between 25%
and 33% of the prior bull market in time. That would mean that
the bear market would run until 2003 to 2005. Also most primary
bear markets usually wipe out at least 50% of the bull market gain.
The bull began in 1982 at 1,000 and ran to 11,700. One half of
that gain is 5,350 points. Therefore the bear market should wipe
5,350 points from 11,700 or 6,350! Margin debt, personal debt,
corporate debt, overvaluations, etc. all tend to cloud the markets
intentions.

Conclusion

The market can be a very perverse creature, especially a bear market.
Since 1901 the median bear market has taken the Dow down by 25%
over 363 calendar days. The current drop in the Dow has been 20%
over 433 days. This latest decline took the Dow down slightly less
than the median over a slightly longer time frame. The median decline
in the S&P 500 since 1945 has been 28% over 363 days. This time
it was 28% over 376 days.

So it seems that all the requirements for a bear market have been
satisfied. I don’t believe it! I have invested through several bear markets,
1966, 1971, 1973-74, 1981, 1984, 1987, 1991, etc., and I just don’t
think enough damage has been done yet. Except for the .com crowd,
and certain high-flyer tech stocks, there just has not been enough pain.
Am I being too perverse! Maybe! There have not been two back-to-
back negative years since the bear of 1973-74. Are we overdue! Mr.
Greenspan always seems to be able to extricate himself from the
problems he creates i.e. 1987, 1991, 1998. Can he this time? Only
time will tell. I would feel much more positive if I knew that Mr.
Greenspan would continue to lower rates to fight a recession.

I am comfortable that even though we misfired recently, this is not
the norm! We have gone for years with our models working like
clockwork and I believe they will again. The item that caused us pain
has been suspended pending further study. A new Nasdaq model,
which was never needed until the Nasdaq went so far askew from the
rest of the markets, is being developed, and we are researching individual
stop losses per mutual fund. Even if none of this research pans out,
history shows that we will be involved in most advances and will avoid
most declines. It is hard not to get wrapped up in the moment.
Unrealized losses are temporary, realized gains are permanent. One
quarter does not make or break a year or a investment cycle. We have
8 1/2 months left in 2001 to attain good profitability and we are
confident that this will be a good year.


