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: . June21, DJIA 9254.06; PT1 5269; A-D Ratio+1.19
THEPARTY ISOVER — Investorsarewaking up fromtheir June28, DJIA 9239.25; PT| 5268: A-D Ratio +1.43

long fantasy-dream of the 1990s. Thedreamwasthat they could | July 5, DJIA 9379.50; PTI 5259; A-D Ratio +.10
buy any stock that had any kind of story, and that stock would S&PYield: 1.62% S&Pple: 40.04

go up. Techs, Internet, new concepts—just buy ‘em and hold Gold 50-Day MA: 317.70

‘emfor thelongterm.

It'sanew world, andwe reall part of it. If you' renot amillionaire, you' reafool, and you' rejust “not gettingit.” Thebig
thing, of course, wasto haveyour broker cut you in on someof those IPOs. Why it sbetter than stealing, andit’slegal.
Inthe 1990’ sfrenzy to get rich, valuesweretotally ignored. And in the corporatewhirl, options becamethe path to riches.
Onceyou had your options, it wasimperativeto get the price of your stock up. And any way to get earningsupwas OK,
aslong asyou had awilling accountant and an equally willing underwriter for your stock.

Overstated earnings becamethe order of theday. “ A penny better than expectations’ becamethe song of CNBC. And
peoplebdievedit. Pro formaearnings, operating earnings, any phony announcement of earnings sufficed to driveyour
stock higher. It wasapicnic of lying and cheating, and everybody just had one hell of atime.

Optionswerenot included asexpenses, real expenseswere hidden, and pension plan funding returnswere overstated. You
nameit and corporationsused it. Asfor dividends, who needsdividends? Nobody paid dividends. Of course, you need
real earningsto pay out adividend, but that didn’t bother the new buyers. Dividendsarefor old ladies; real men want
capitd gains.

Today, astheclawsof thebear dig deeper into the guts of investors, sobernesshas envel oped the stock market. The phony
non-earningsof many of the hot stocksof the* 90sisbeing dragged out into the open. The second psychological phase of
the bear market ishere. And skepticism, frustration, disappointment and anger arethe order of the day.

DIVIDENDS—Haveyou noticed that thereisan increasing amount of talk about dividends? Suddenly, theanalystsare
beginning toredizewhat dividendsrealy mean. And what dividendsmean areincome—and theability to compound. If you
have nothing coming in, you can’t compound. But if you have dividends coming in, then you are ableto harnessthe most
powerful forcein the stock market —the power of compounding.

Hereare somerather startling Statistics recei ved from John Maul din of www.2000Wave.com. First, thelargest component
of stock market returnsover thelast 200 yearsup to 1982 wasinflation. Now consider thefollowing—if youinvested $100
inthestock market in 1802 and you reinvested d| dividendsthen you would now have $700 million (not figuring taxes, of
COUrse).

If you take out the effects of inflation you would still havethe respectable amount of $37 million. Butif youtakeout all
dividendsyou would only have $2,099. Thenthesurprise—if you halted your $100 portfolio (no inflation and no divi-
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dends) in 1982 your portfolio would only beworth $400. And here' sthe shocker —by far the greatest part of the gains,
over 80% of present value, cameduring thelast very atypical 20 years.

What these studies show, writes John Mauldin, is*that conventiona wisdom, which saysequitiesget most of their value
from capital appreciationiswrong. It isbased on recent experience, and abubbly mentality.” Thefact isthat over an
extended period of timetherea appreciation comesfrom the power of compoundingincoming dividends. Stock over time
never growsfaster than thegrowth of the economy. But since 1982 we' ve seen price/earningsratiostripleor more, and this
extraordinary and atypical period will almost surely never berepeatedin our lifetime. Thuswe arereduced again to

depending on dividends, some growth and the power of compounding.

But there are problems. One problemisthat price/earningsratiosare now sky-high—over 40 for the S& P. The second
problemisthat dividendsare extremely low —around 1.5% for the S& P— whileagreat many stocks pay no dividendsat
al.

Warren Buffett estimates or guessesthat over the next ten yearsstockswill probably bring atota averagereturn of perhaps
7% ayear. If youfigureininflation of say 3.5% ayear therea averagereturn on stockscould be about 3.5% ayear. Even
that isdoubtful, in my opinion, because dividendsare now solow or in many casestotaly lacking.

So what’sthe conclusion? Because we' rein an ongoing bear market | believeit makes senseto be holding very few
common stocks. Becausethedollar isat risk and becauseall paper currenciesareat risk, | think it makes senseto have up
to 10% of your assetsin gold or gold shares. Today, theonly real sourceof currentincomeisnow from bondsand utility
stocks. | think it makes senseto havemost of your money in billsor notesor top-grade muni bondswith maturitiesout to
10 years — plus a smattering of utility stocks. | think it isalso imperative to be saving so that you can add to the
compounding process. In doing so, you will be doing exactly the opposite of what most Americansare now doing, which
isgoing further into debt.

If thereisacrisscoming up, and | believethereis, itisliableto beacrisisof debt and income—too much debt andtoolittle
income. Onereason Japan has been ableto withstand adozen years of no-growth and recession or semi-recessionary
conditionsisbecause the Japanese peopl e are huge, amost obsessive savers. Americans, onthe other hand, are spenders

and certainly not savers.

What about gold and gold shares? Thisistheinsurance sector of your portfolio. We have just seen the bursting of the
greatest specul ative bubblein stock market history. The aftermath of thisbusted bubbleisapt to be dramatic and surpris-
ing. Thefirst easily identified reaction to the bubbl e bursting has been the collapse of the Nasdag, one of the greatest
collapsesof amagjor stock averagein UShistory.

There are bound to be other manifestationsthat we do not yet know about. When these adverse conditions hit — stocks,
housing and eventhedollar itself could comeinto question. At that timeinvestorsmay flock to theonly currency that stands
onitsown andisnot acreation of somegovernment. That currency isgold. And that’swhy we hold gold or gold shares.
It'sbecause gold isthe only real money, and when the chipsare down, ultimate safety comesin theform of real money,
gold.

THOUGHTSON THINGSTO COME —Thegreat Japanese bubble started to burst in late 1989. Today the Japanese
Nikke stock averageisdownroughly 75% fromitspeak. Over thelast year the Nikkel hasmoved basically sdewaysin
the 11,000 area. Thefact isthat after adozen years of bear market there'still no real recovery out of Japan.

With thebursting of the great US stock market bubble, | haveto wonder whether we' re not going to follow the Japanese
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path. But thereisthat problem of very low savingsonthe part of USfamilies. Inthe US, whatever wealth US consumers
have seemsto lieintherising value of their homes. Therefore, one of the greatest dangerswould be atop-out of home
prices. Thelastest Satistics show that Americansin May bought housesat the greatest ratein amost seven years. Housing
sartsincreased 11.6%to apaceof 1.733 million homesin May. Americansnow seem to be abandoning hopes of making
money in the stock market —instead they areflocking to buy homes.

AREWEINA REAL ESTATE BUBBLE?1 grew up listening to my father, who wasarea estate manager and expert,
ashetalked endlessly about real estate and real estate values. And, of course, inthe’ 30sand’ 40sreal estatewasalot
different thanitistoday. By that | mean that real estatewasin astate of depression.

Inthose daysto rent an apartment on Park Avenue my father would haveto call on the prospectivetenant, negotiate, argue,
sdl, and finaly, hopefully, dad would sign up thetenant for aoneyear lease—moreyearsif possible.

Asfar asvalues, | learned that no matter what you pay for apiece of real estate, it will cost you 10%to carry it (that
includeslossof interest if you had held the cash, and the cost of upkeep and repairs). So eventoday if you buy ahomefor
say $300,000, you' d better figure that oneway or another it’sgoing to cost you $30,000 ayear to keep the place.

QUESTION- Whenisred estate or ahomeagood value? Here' smy formula, and it’san easy one. If you buy ahomeor
even acondo and say it costs you $500,000, and the upkeep costs you $50,000 —can you rent the place and at | east cover
your costs, which are $50,000?1f you can cover your costs, it'snot abad deal, and, of course, you haveto liketheplace.

If you can’t cover the costs by renting, you may lovethe place, but it'snot abargain. What you havetheniscaled“ pride
of ownership.” If you'reinaneraof rising real estate pricesasnow, then you’ ve bought aspeculation, not abargain. Now
| maintainthat today it'salmost impossibleto buy ahome and cover the cost of that homeif youtry torent it. Thus, today,
real estateisaspeculation. If youlovethehomeyou liveinthen consider it a“loved speculation,” but aspeculative holding
nonetheless.

Butisred estateinabubblemode?| think so. Over thelast few yearsagreat portion of USred estatein“nice” placeshas
appreciated by about 20%. Herein San Diego County real estate pricesare sky-high. In LaJollaadecent three-bedroom
home can run up to amillion dollarsand more. These arehomesthat wereoriginally built for maybe $25,000to $50,000.
Thered estatebubbleishere. | fed itinmy bonesand | senseitin my guts. Red estateishard to buy inabubble. Thesdler
istheboss. In asevereand protracted bear market, real estateisanilliquid“dog.” I’ ve been theretoo.

The current argument goesthat the popul ation isrising and therearen’t enough housesbeing built. Yeah, I’ veheard that one
before. Believe me, with today’s high debt and fragilefinancing —before thisbear market isover real estatewill come
downinprice, and | mean comedown big time. So at today’ s prices, my adviceisto enjoy your home. You had better,
becauseit’ salmost surely overpriced.

Asfor buyingahomeintoday’smarket, I’ d say buy it becauseyou want it. It'salways cheaper to rent thanto buy, but if
you can sparethe money and you love the house, why hell, just buy it. But don’t, by any means, think you’ ve bought a
lifetimebargain. Thereareno bargainsinreal estatetoday. There never arewhen the sector isinabubble.

NOTES& QUOTES—My oldfriend, Bob Prechter of Elliott Wavefame, haswritten anew book that | just received.
Thebook isentitled, “ Conquer the Crash” (Wiley Publishers). After reading the book carefully, | am saying that thisis
“must reading” for anyonewho haseventhe dightest interest inthe stock market and hisor her owninvesting.

Prechter laysout the case of an historic bear market, onethat dwarfsanything that we' ve seen sofar. To giveyou some
ideaof how bad Bob seesit, hewrites, “ To summari ze, though my outlook may sound impossible, | am quite comfortable
saying that the DJ A will go from quintupledigits, whereit istoday, to tripledigits, an unprecedented amount.” In other
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words, Prechter is saying that the Dow will fall from above 10000 to below 1000. Sound crazy, sound nutty? 1t doesn’t
when you read hisreasoning and hisanalysisof what may lie ahead.

Prechter’ sfascinating chapterson the Federal reserve, the debt situation, and what he call sthe coming deflation, isworth
ten timesthe price of the book alone. Bob has spent years studying market psychology, and, of course, the Elliott Wave
thesis. Infact, back inthe‘ 60's (or wasit the’ 70's) | wrote quite abit on Elliott myself, but since Prechter wasfar more
steeped in Elliott than | was, | left him thefield which he certainly enlarged on dong with hisfriend and mine, the brilliant
Jack Frost of Canada. Soagain| urgeall my subscribersto buy thebook, “ Conquer the Crash.” Thisisanamazingwork,
and onethat iscal culated to make you think deeply. | might even say that thisbook will astound you withitsthesesand its
conclusons.

Subscribersmay ask, “ Russell, what do you think of Prechter’s predictionsand conclusions?’ My answer isthat | am
completely open-minded. Prechter isarareand talented market student, and what he'swriting isnot to belaughed at, even
if it seemsimpossibleor outlandish (in 1982 Dow 11722 seemed impossibleand outlandish). A basictenet of Dow Theory
isthat neither the duration nor the extent of aprimary movement can be predicted in advance. Remember that and you' |l
never be surprised by what the stock market does.

* * * *

You may not redlizeit but the Germans havefinanced alarge number of Hollywood movies. During thelast fiveyears $12
billion hasquietly poured into Hollywood from Germany, bankrolling everything from art house hitsto megaplex flopssuch
asTravolta's “Battlefield Earth.” But now the ocean of cashissuddenly threatening to evaporate because of thecollgpsing
stock prices of German mediacompaniesand the German government’sdesireto limit generoustax write-offs.

* * * * *

The Asian Tigers(Hong Kong, Malaysia, Singapore, South Korea, Thailand) are having avery difficult timetryingto
competewith China. The Financial Timesquotesoneanayst assaying that “therecent increasein Asian exportsto China,
of equi pment and components, may infact bejust thefirst stage of Chinabringing inentireindustriesonshore, rather than
anew and ongoing source of incomefor thetigers. It may, infact, bethe“Last Supper for the Tigers.”

* * * * *

Just got an e-mail from Europe; the subscriber writesthat Europeansdon’t particularly want dollarsand aretrading the
euroasif it aready wasworth adollar.

* * * * *

Brilliant economist Peter Bernstein showsachart of twoitems— the earningsyield on common stocksand theyield on
bonds. Beginning around 1990 for thefirst timein history theyield on bonds hasremained bel ow theearningsyield on
stocks. Thereare probably alot of waysof interpreting this, but my takeisthat stocksarefar too expensiveinrelationto
bonds. To bring the study to the absol ute present, Barron’sthisweek show the earningsyield on stocks (earningsdivided
by price) at 2.45whiletheyield onthe 10-year Treasury noteis4.85%.

* *

After al0-year decline, crimeisup againinthe US. But how about this?In Britain over 50% of burglariesoccur whilethe
occupantsare at home. Comparethiswith the USwhereonly 13% of burglaries occur whilethe occupantsare at home.
Why thedifference? USburglarsadmit to being more afraid of armed homeownersthanthey are of the police.

Haveyou noticed how thinyour favorite magazinesare? Thefollowing from The Financial Times. From Madison Avenue
to the boardrooms of theworld’ sbiggest mediagroups, you can almost hear the handswringing astheworst advertising
recession in recent memory wearsstubbornly on.

* * * * *
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Thefollowingwasonmy July 1 Site, but it issoimportant (meaning, of course, that | agreewithit) that | wanted alsoto put
itinthisLetter for the benefit of my other subscriberswho don’t have computersand who therefore don’t get onthe site.

Inthe Bloomberg Personal Finance magazine (August issue) there'san excellent article by financier Larry Tisch, CEO
and co-Chairman of Lowe's. Tisch’sadvicein short — better bein bonds.

A few quotes. “Nothingischeap. Valueinvestorsare now having avery hardtimetrying tofind stocksto buy. Small caps
have put on agreat show over the past year. But the easy money hasbeen made.

“Inthenext few years| dothink alot of money will be madeinthe euro. Investors can buy euro bondsand get acurrent
income aswell asthe benefits of currency appreciation. . . . Our trade deficit is out of control, there hasto beareal
weakening of thedollar.

“Thechallengefor investorswill bethat before moving to bondsor TIPS or theeuro, they will haveto sell stocks. Don’t
say, ‘What if | sell, andit goesup? Letit goup. Who cares? Don’t worry about the money you might have made. Worry
about not losing money. Peopleforget that when they sit on abad investment, they arelosing the profit they could be
making by investing money at 5.5% or 6 % and compounding it. Instead, they make nothing further -- and risk watching the
marketfall.”

CHARTS - Daily priceaction can be confusing. Inthe short term the market can do anything. For thisreason it’saways
important to keep your eye on the big picture. Oneway of doing that isto watch the monthly charts.

I'll start with the very broad Wilshire 5000. Here we see agiant “ head-and-shoulderstop” pattern with the® neckling” or
support linecoming in at about 8,700. Note a so that the 20-month moving average has crossed bel ow the 40-month MA.
The 20-month MA isnow declining rapidly with the Wilshirefar below the 20-month MA.

Thenext chart showsthe monthly S& P 500 (thisistheindex the proswatch), and herewe seethe same structure asthe
Wilshire. It'sagiant top with support at 945.

The next chart shows the D-J Utility Average and here again we see a huge “ head-and-shoulders top.” The only difference
hereisthat the Utilities have violated their support at 270 and are now outstandingly weak. The Utility Average, historically,
has tended to lead the rest of the market.

ooooooo S&P Monthly - || D-J Utility Average

0000000 | “ || Monthly

Wilshire 5000
Monthly

0000000

LT U
LA e |
M = “.W ’”

i H | =1y |
| ’\ h |

2
g

l[l|||
| =N
1 I . | |
l
/A | |
u u (Rl -
| t

97 1998 1999 [2000 2001 2002
[reg6 1957 1698 1698 2000 2001 [2002 1957 1998 1999 T2000

000000

Page 5 « http://lwww.dowtheoryletters.com « staff@dowtheoryletters.com « Letter 1338 « July 10, 2002




00000 Dow - Daily
General Motors Fannie Mae Monthly

Monthly

- Day MA

.I i WIMW:»/
it i

AT

I}'lﬂtl {

/

l
aly

1l

9600
9500
9400
9300
9200
9100
‘ 9000

a7 Tare Tanisarzz 1571 5713 5720 673 [6/1016/17 [6/24 [7/1

I = R T - R 5% Tras 558

Genera Motorsisdoing thebest of the US manufacturers. But themonthly chart issaying “top out.” Thisdoesnot bode
well for theautoindustry, whichisone of the mainstaysof the US economy.

Thechart of Fannie Mae (aUS sponsored agency) doesnot ook promising. It took amost two yearsof monthly actionto
formthistriangle. Thetrianglehas now been violated —to the downside. FNM owns about 20% of al themortgagesinthe
nation. Not good.

For ashorter-term picture, | show herethedaily Dow. Notethat the 50-day MA has now crossed bel ow the 200-day
MA, and thisputsa“technical celling” over the Dow at the areaof the 50-day MA. The 200-day MA of the Dow stands
at 9812 whilethe 50-day MA standsat 9753. The Dow isfinally in the bearish position, below its50-day MA whilethe

50-day MA inturnisbelow the 200-day MA.

INVESTMENT POSITION AND LATE NOTES-I guessyou’ venoticed that from Forbes
to Barron's, from USA Today to Money magazine, the dominant themeiswhat stock or stocks
to buy. Yes, they admit, alot of money hasbeenlost inthis“rotten” market (never “the bear
market”), but nevertheless, thereare still many stockson the bargain table. Probably true, but
the problemisthat thereisaslim chancethat these publications can pick them. Thesearethe
same anaystsand the same publicationsthat never saw the bear market coming and still don’'t
understand it —and yet they pose as experts.

There'sonly oneexpert, and that expertisTHE MARKET. Beforeyou call your broker and placeabuy order onone
of today’sso-called bargains, may | suggest that you study the chartsinthisletter. Here you can seewhat thered expert,
thestock market istelling us. It’stelling usthat thebig pictureisadefinitivetop inthe mgor averages. Thefuturefor al
of usisaprocesswhereby these massivetopswill break down—resulting inlosses acrossthe board.

So my best advice, based on what the market istelling me, isto get into cash, T-hills, top-grade bonds, somegold or
gold sharesfor insurance, and exercise patience, alot of patience. Thebear isin no hurry. He knowsthat investors
becomeimpatient and do stupid things. In abear market, the smartest thing you candoisto STAY OUT.

Remember, the market alwayswantswhat nobody el se possesses. Right now, everybody has debt and nobody has
cash. Cash, liquidity, no debt —thisistheideal positionto bein. Who do you know that isin that position?

Next Mailing: July 31, 2002
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