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Market Performance

YT From Market Top

S&P 500 -1.9% -27.5%
NASDAQ -8.5% - 05.2%
Dow Jones 2.9% -12.3%

Asof 4/5/02

We have recommended a cautious stance toward the stock market for aver a yvear now,
with client portfolios heavily weighted toward cash and other lower risk securities. Our
desire to reduce clients” market exposure was based upon the deteriorating corporate
earnings and economic environment, in conjunction with high market valuation. We
currently believe the S&P 500 as a whole is still overvalued. and the widely broadcast
economic recovery may be premature, particularly as it may translate into higher
corporate profitability. As this opinion is contrary to manv market participants, including
the current media consensus, we felt this would be a good time to update vou on our
current thinking. As vou may know we held a client seminar at the Seattle Art Museum
in April 2001 explaining our transition to a more conservative portfolio allocation. which
included a detailed discussion of what created the stock market bubble, why it popped.
and where clients should focus their investment capital. (VHS tape and seminar handouts
of this event are available upon request.)

A few clients have recently asked us why we continue to have our dour market opinion in
light of the post 9/1 1 market rallv, Wall Street analysts™ upbeat prognostications for the
economy and corporate profitability, and economic data apparently indicating the US
economy is no longer in recession. (In fact, the Bush administration has even suggested
we were never in a recession, as the technical definition requires two successive quarters
of declining Gross Domestic Product (GDP), which has not happened. )

This letter 1s not only intended to describe our market views, but also educate clients on
market history and functionality, and where we see opportunities in 2002 and beyond.
We apologize in advance for the length, but we feel all investors must understand the
concepts presented. You may disagree with our conclusions, but as always, we will
endeavor to provide what we feel are the relevant facts. We would be happy to discuss
any of these 1ssues further.



Bull Markets

The US Stock Market has just experienced the longest bull market in history, beginning
in August of 1982, peaking on March 24™ 2000, after increasing over 22 fold in 18 years.
It is important to understand all bull markets, by their very nature. create self-reinforcing
myths about how investing works. Like most myths, stock market myths are based upon
a kernel of reality, but are then extrapolated creating potentially dangerous beliefs in the
hands of inexperienced participants. Are US investors inexperienced? Consider this fact.
Owver 90% of all mutual fund dollars were invested since the last recession in 1990, The
vast majority of investment players, on a dollar-weighted basis. have never seen a
recession, let alone a bear market.

1982-2000 Bull Market Investment Myths

=Stock market rises on average 10% per year.

-Market declines are always temporary while gains are permanent.

=The market rises when the Federal Reserve lowers interest rates.

=There 1s more risk being out of the stock market than being in the market.
=To increase portfolio performance, an investor simply has o increase their
willingness to take risk (i.e. increase vaolatility).

=Buy and hold is always a viable investment strategy.

=Stocks always outperform all other asset classes (cash, bonds. real estate).
What is wrong with evervone having common market beliefs?

Many investors fail to see the problem with investors all thinking the same way. 1
belicve this dissidence is due to two factors: first. the reinforcing effect that the current
underlying market myths have worked for so long that they must be true. And secondly,
it everyone believes something. it would be fairly foolish to think otherwise.

Fish do not see the water and most investors do not examine the underlying principles on
which they make investment decisions. Genetically, this decision-making methodology
works perfectly well. If vour tribe thinks eating a certain kind of berry will make you
sick, 1t would be foolish to question this premise. However. markets of all Kinds function
counter to our innate desire to follow the crowd. In a marker, price is determined by
supply and demand. Therefore all common knowledge is already reflected in market
prices. If everyone believes something to be true, it 1s impossible to profit from this same
information. Think about the horse track. [t may be common knowledge a certain horse
will win a race. While the horse may win, the odds reflect this certainty, so vou won't
make any money.

The stock market works the same way. The price of cach stock is determined by the
market clearing effect of supply and demand. Once everyone on the planet believed
Cisco Systems (CSCO) was a good investment, who was left to buy the stock” As there
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were no net buyers (everyone already owned it), the stock had to fall, simply because
everyone “liked” the stock. This process works in reverse as well. Banking stocks were
left for dead in the carly 19907s due to the S&L crisis that forced a government bailout.
Most large banks subsequently rose 10 fold during the past decade after a consensus was
reached that banks were bad investments.

In the stock market, once everyone believes anything, it is wrong.

Today many believe the market myths cutlined above. That does not mean the market has
to immediately collapse, as these same beliefs have been held for vears during the bull
market. However, history brutally illustrates bear markets do not end until all previous
myths have been erased (to be replaced with new myvths). s this a bear market? The
official definition is a 20% decline from a market top. We view this definition as rather
simplistic. We feel a bear market can only be labeled after the fact. If the market
declines, but then rebounds with the same investor myths, we would consider it a
continuation of the same bull market.

Has the bull market ended? We don’t know, but we continue to have a number of
specific concerns, which we feel create substantial risk, or may hinder future stock
market performance.

Many of the leading mvestment minds in the country have articulated their thoughts, on
many of the issues we will discuss, better than we ever could. As Picasso once said.
“Good artists copy (ideas). Great artists steal.”  Our objective is simply. to organize their
voices to explain the current market condition. We have “stelen™ from Warren Butfett,
Ken Fisher, Robert Shiller, Jeremy Siegel, Bill Fleckenstein, and many more.

We hope you find this discussion useful. Let’s begin with a quote by Warren Buffett in
this year’s Berkshire Hathaway annual repart. Why is he “lukewarm™ on the prospects
for stocks? Answer: Valuation.

..(We have) decidedly lukewarm feelings about the prospects for stocks in
ge;zernrfmﬂ the next decade or so... [ believe that American business will do
fine over time but think that today's eqr.sfr_a-* prices presage only moderate returns
for investors. The market outperformed business for a very long period, and that
phenomenon had to end. A market that no more than parvallels business progress,
however, is likely to leave many investors disappointed, particularly those
relatively new to the game.”

(For full text: http:/www . berkshirehathawayv.com/ 200 Lar/200 | letter. htiml)

2/28/2002

Warren E. Buffett, Chairman Berkshire Hathaway
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Valuation vs. “Stock Market rises 10% per vear™ Myth

Empirical studies indicate one of the largest determinants of the future performance of an
individual security or market index 1s the initial price paid to purchase the investment.
By price, we mean dollars paid to acquire a certain earnings stream. In other words: The
PE ratio of assets purchased.

Common market “wisdom” says the market increases on average 10% per year. This fact
is based on the long-term S&P 500 performance since 1926, but is fairly misleading.
Most investors take this fact to mean the market will increase 10% this year, or at least
aver every 3 year period. Closer inspection reveals very interesting nuances to this
market myth. What is not discussed is that the future return is highly dependent on when
vou decide to begin measuring.

1926 1s usually picked because it encompasses the 1929 crash, 1930°s worldwide
depression, and provides an answer Wall Street would like to disseminate. The old
saying, “one hand in boiling water, and the other in ice water, on average you're doing
fine™ applies very well to the market’s historical performance.

The chart below graphs the progress of the S&P 500 since 1900. If you hold this page an
arms length away and squint, the line appears to be roughly a straight line. Closer
examination will show very long periods the market has simply gone nowhere. or
actually declined.

S&P 500 1900- 2002
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Source: Robert Shiller, Yale Professor.
http:www.econ. vale.edu/~shiller/data/ie_data.htm
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