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Dear Investors,

The fourth quarter of 2003 finished in grand style, giving profit- sarved equity investors their
first podtive year snce 1999. All mgor U.S averages and most international markets
recorded strong gains. The Dow Jones Industrid Average rose 12.7% for the quarter and
25.3% for the year. The S& P 500 increased 11.2% for the quarter and 26.4% for the year.
The NASDAQ, which had fdlen much further from its peak than the broad-based averages,
gained abligtering 50% in 2003. Bond investors, on the other hand, had to settle for their
most meedy resultsin four years, as the benchmark 10-Y ear Treasury note returned only
1.38%—less than its coupon. They should expect more of the same in the years ahead.

The globa economic recovery gathered sirengthin 2003.  China continues on its steep growth
curve, and it is dragging aong with it many of its Adan trading partners. Latin American
markets soared, with both Brazil and Argentinareturning in excess of 100% in dollar terms.
Europe aso posted strong results, with the Dow Jones Stoxx 600 Index returning 18% in locdl
currency terms and 37% to U.S dollar-based investors. Even Japan’s Nikkel 225 ddivered
24% to its beleaguered investors.

The U.S. economy is expanding rgpidly. Third quarter U.S. GDP growth of 8.2%
demondtrates that the massive fiscal and monetary stimulus enacted in 2003 and before has
findly taken hold. Prdfits are booming as simulus-induced demand has engulfed
corporations that have cut their costs to the bone over the past few years. Productivity
continues to improve as corporations foist more tasks onto their computers instead of hiring
new workers. Indeed, one of the reasons why the labor market remains wesk is that
productivity is so strong—it was up 9.4% in the 3" quarter. Corporations are Smply
generating more profits without increasing their workforces. Earnings are poised to continue
rigng strongly into the first haf of 2004, however, and the U.S. equity market, for the first
timein along spdl, seemsto have the wind to its back.

In the second haf of this year, however, earnings comparisons become more chdlenging and
the fire hoses of simulus ($3 trillion in mortgage refinancing, a $450 billion Federa budget
defiat, interest rates at a 45-year low) will be turned to the “low” setting. For 2004, the table is
st for strong earnings growth through the firgt haf of the year, then a decelerating rate of
growth as we moved in the second half of the year and face the tough 3@ quarter 2003
comparisons. The most important question that investors must grapple with is what segments
of the markets will fare best when the enormous stimulus that has been fueling the economy

beginsto dry up.



In my September |etter | addressed two mgjor issues facing the stock market: the weak labor
market and the weakening dollar. These two issues remain long-term concerns for the U.S.
economy, but the stock market seems not to be bothered at the moment. Despite roaring GDP
growth, the December unemployment report that our rapidly growing economy had only
created 1,000 jobs is forcing investors to reassess the nature and sustainability of the recovery.
A week labor market is detrimentd to the long-term hedlth of the economy because it reduces
aggregate demand, but it can be viewed in a somewhat pogtive light at the moment because it
will dlow the Federd Reserveto put off its plansto raise interest rates. Another year of low
rateswill put off the day of reckoning: when higher interest rates meet full price-to-earnings
multiples

For the dollar, which is scraping an dl-time low versus the Euro and a multiyear low against

the yen, the tipping point from good to bad is difficult to spot. A wesk dollar is good for our
economy because our goods become cheaper on world markets. However, a sudden plungein
the dollar’ s value would pose a serious threet to our economy. Foreign centra banks and
officid indtitutions bought U.S. debt with a vengeance lagt year, increasing their U.S. Treasury
holdings from $686 hillion at the end of 2002 to $348 hillion by December 2003. During a
continuing downward spird in the dollar, however, they could decide that holding dollar-
denominated assets is Smply a poor investment plan and begin to shed them. Should this
happen, U.S. interest rates could move sharply higher and put adent in our recovery.

Our dollar is till accorded ample respect—maybe too much—as a reserve currency.
Meanwhile the Euro is gaining respect as a currency and it would surprise me if many
internationd investors were not thinking that 2004 is the year they begin to alocate some of
thelr currency exposure away from the dollar. The investment game-plan in the case of
continued dollar wesknessis clear: own the stocks of U.S. companiesthat do a significant
amount of business abroad, own assets that are not dollar-denominated or own commodities
that are priced in dollars. Commodities had a stellar 2003 as the dollar buckled, and thistrend
will likely persist into 2004.

U.S. bond markets had the first of what | believe will be many tough years ahead. 10-Y ear
Treasuries eked out again of 1.38% for 2003, but | believe returns for long-term bond
investors will likely be negativein 2004. The investment-grade bond universe in particular
holds little promise for the coming years. In my view, the only areas in the bond market
where rewards can approach risks are those parts that have aready performed extremely
wel—namdy emerging market bonds and junk bonds. Municipa bonds continue to offer
dightly better after-tax yields than comparable-maturity U.S. government debt, but the
prospective rates of return are hardly compelling. Fixed income investors that are interested in
making a profit in 2004 should ether be content with the safe but paltry returns ahead for
Treasury Inflation-Protected Securities (TIPS) or otherwise keep their maturities short and
consder shouldering additiond credit risk.

In an equity market of more than 10,000 choices, there are till opportunities to buy attractive
stocks. Overall, however, vauations have moved up substantidly, reducing the long-term
attractiveness of several sectors. Mogt indudtrid stocks seem to be pricing in afull economic



recovery, as do most of the large-cap technology stocks. Energy companies, however, are
continuing to produce strong cash flow and trade a paatable multiples—even as gas and ail
prices remain high. Many hedthcare companies have under-performed the market in the past
year and remain reasonable values. Some underperformance, such as that of the large-cap
pharmaceutical group, is largely deserved, but some hedlthcare services stocks Hill appear
attractive. Retail stocks mosily under-performed in the fourth quarter, and many ill remain
attractive. We continue to concentrate our retal invesments in niche companies with solid
finances that are safely out of the way of the seam-roller that isWd-Mart. Asdways, we
remain focused on investing in companies that are demongtrating strong operating
performance and whose stocks trade at reasonable prices.

All in dl, 2004 ssemsto hold promise.
Asusud, | welcome your comments and feedback.
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