


other four are creating, holding, and trad-
ing? This reminds me of the argument
some were making in 2000 that Mi-
crosoft would be the first trillion-dollar
company. The problem with that thesis is
that there’s a finite amount of money on
the planet. If Microsoft could have got-
ten to a trillion in value in 2000, it would
have represented 10% of the global
stock market at that time. These big bro-
kerage firms are going to hit that same
wall. It’s only a matter of time,

While this game of musical chairs
(quarter after quarter of negative cash
flow) can end at any time, the even big-
ger problem is the big brokers’ business

I also looked at the industry as a
whole over the last 10 years, I'rom Octo-
ber 1995 through October 1998 (13 con-
secutive quarters), the brokerage industry
generated annualized negative cash flow.
When the market crashed in October
1998, the prices of each of the broker-
age’s shares fell by at least 50% from their
1998 highs (Goldman did not trade pub-
licly until 1999). The date of the new
lows for each of the brokers was October
8, 1998, and the 10-year lows for all of
the brokers remains that day.

The second period where cash flow
for the brokers was negative was January
2000 through March 2001. We all know

| believe that there will be a day of reckoning. It
will be sooner rather than later, and that day

will be ugly for the five largest brokers.

models. I believe that the bulk of their
record profits have become dependent
on generating massive negative cash
flows in order to create and resell in-
vestments that enable them to consis-
tently generate record profits. This
brings up several pertinent questions.
What happens when the brokers can no
longer play the mortgage game (owing
to the inability of borrowers to get
loans) that is vital for them to create
high-margin financial products? How
are they going to make up the shortfall
that will undoubtedly hit their earnings
estimates? Provide loans for private eq-
uity? Are all the brokers playing this
game? No. A.G. Edwards (NYSE:
AGE) has generated positive cash flow
for each of its last five 12-month peri-
ods and has generated positive cash
flow in 15 of its last 20 quarters.
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what happened here. This period corre-
lated with the dot-com crash. The third
period of uninterrupted negative cash
flow for the brokers started in August
2001 and ended in May 2002. The events
of this period included 9-11 and Enron’s
bankruptey. The final period of negative
cash flow began in January 2004, and it
has not yet ended. The current streak is
15 uninterrupted quarters of annualized
negative cash flow and 10 consecutive
quarters of negative cash flow.

Obviously, the other shoe (a signifi-
cant price correction) has not yet
dropped. It will most likely happen in the
quarter ending September 30, 2007,
That’s the date all the brokers will report
their quarterly earnings. Until then, they
don’t have to report their losses, and they
have until that date to make profits,
which would offset them.

Here are my recommendations on rid-
ing out the storm:

*  Avoid the securities of the five
largest brokers.

* Eliminate any margin balances.

* Make sure that your mutual funds
don’t hold shares in the brokers.

* Take a serious look at TheRetire-
mentSolution.com. It provides in-
vestors with an alternative to mutual
funds. It utilizes StockDiagnos-
tics.com’s technology and it is as
safe, or safer, than most mutual
funds. It also excludes the securities
of financial companies and has a
bona-fide track record. (Disclosure:
I am indirectly affiliated with
TheRetirementSolution.com).

Finally, the aggregate data suggests
that annualized cash flows continue to
increase for the non-financial compo-
nents of the NASDAQ 100 and the
S&P 500. The price multiples for both
of the indices also remain close to 10-
year lows. The Dow Jones Industrial
(non-financial components) index has
shown some softness in its cash flow
growth, and its earnings growth is sig-
nificantly higher. However, its price
multiples remain near 10-year lows,
Based on this information, | would ex-
pect the NASDAQ to outperform the
S&P 500 and the Dow Jones Industri-
als indices over the next three to six
months. I would also expect the S&P
500 to lag behind the other two indices
because financial companies make up
20% of it. The recent volatility and
turmoil in the stock market is not the
beginning of a bear market. E
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