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Dear Investors,

The third quarter of 2003 proved rewarding for equity investors and hair-rasing for bond
investors. For thefirg time since the first quarter of 2000, the S& P 500 posted back-to-back
quarterly gains. Y ear-to-date gains are strong, and the market appears to be headed for itsfirg
positive finish in three years. By quarter’s end, bonds had declined modestly, with the yield

on the benchmark 10-year Treasury note increasing 0.41% during the period. Thiswas,
however, bonds most voldtile quarter for many years.

The U.S. and Jgpan are leading a globa economic recovery. Japan s second quarter GDP
growth, at 3.9%, eclipsed even that of the U.S,, and data suggest that at least non+Japanese
investors are regaining confidence in Japan. The Nikkel has performed very well this year—it
rose 12.5% in the third quarter done. Japan is not out of trouble yet, however. The yen has
recently strengthened significantly, increasing the prices of Japanese exports, and the banking
sygemisdill choking on an estimated $390 billion dollars in nortperforming loans. Europe
has remained the laggard, both in terms of market performance and economic growth.
Investors are expecting European GDP growth of only 0.5% this year, well behind most other
regions of the world. Sentiment in Europe continues to improve, however. Germany’s Ifo
business confidence index has risen for five consecutive months, indicating that market
participants expect an improvement in conditions next year. All indl, the globa economy
appears to be in much better shape than one quarter ago.

The U.S. economy isregaining itsfooting. The second quarter GDP growth rate of 3.3%

indicates an economy beginning to come to life and third quarter corporate earnings will likely
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earnings gains resulting from codt- cuts done are one-time events. (Y ou can only cut acost
once.) Corporate Americais thus badly in need of revenue growth.

U.S. bond markets had an eventful quarter. Positive economic data and turmail in the
mortgege-backed securities markets put long-term bonds into freefdl in duly, turning it into

the sngle worst month for the 10-year Treasury note in two decades. (It declined 7.08%.) As
September rolled around, however, many fixed income investors regained their skepticiam
about the resilience of the recovery, and subsequently sent bonds higher. The prudent
positioning for bond investors now is to keep maturities short to preserve their capita, aslong-
term interest rates are likely to move higher over the next couple of years.

U.S. equity markets face two mgjor issues now. The biggest potentia ssumbling block for our
recovery isthe persstently weak labor market. Consumer spending has held up surprisingly
well in the face of a job-destroying recovery that has sent nearly 3 million American workers
to the unemployment lines since the beginning of 2001, but it cannot be expected to remain
robust indefinitely unless there is a change in the current trend of job losses. Indeed, an

improving labor market is
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markets. Consumers now need jobs! Historicaly, job creation lags the onset of arecovery by
sx to nine months, but this recovery began about two years ago. 1n September we got the firgt
good employment news in some time as non-farm payrollsincreased by 57,000. Thisisthe
firgt time the economy has added jobs in eight months and may mark aturning point.

The second issueisthe dollar. The dollar has been weakening recently—particularly versus
theyen. A week dollar cutstwo waysfor U.S. investors. A U.S. company that sdllsits
products abroad enjoys aweak currency because its products become more competitive. In
the short run, however, decreased confidence in the dollar is problematic for both equity and
bond markets. The reason is that foreign investors hold roughly $9 trillion in U.S. financid
assets—including 38% of dl U.S. Treasury securities. If foreign investors foresee significant
weakness in the dollar, they could create a stiff headwind for the markets by shedding some of
their dollar-denominated assets. Furthermore, the U.S. federd budget deficit, expected to top
$550 hillionthis year done, may dso weigh onthe dollar. Why should investors want to hold
U.S. assets when they know that in order to cover our debts we will smply dilute our currency
by printing more money? This yawning deficit will also put upward pressure on interest rates,
asinvestorsrequire alarger payout to hold what islikely be an eroding currency.

After apowerful rdly that began in March, the U.S. stock market is not cheap. The S& P 500
Index now trades for 18 times 2004 expected profits, alevel 20% higher than the historical



multiple of 15 times earnings. Bulls will argue that today’ s P/E ratios are reasonable due to
low interest rates and the sharp economic recovery that isjust around the corner. Bears will
respond that 2004 growth estimates already have arecovery baked into them.

The broad market has rdlied sharply since March, but its Sngle biggest propellant has been
the technology sector. There are many signs that speculation has returned to Wall Street.
Firgt, the Nasdaq is up 33.8% in the firg three quarters of 2003, well ahead of the broad
market indexes. The Nasdag-100 Index now trades for 37 times 2004 earnings estimates—a
generous vauation by most higtorical standards. Second, the amount of money investors have
borrowed to invest has increased sharply of late. Margin borrowing has increased 25% since
the beginning of the year, and the data indicate that much of the borrowing is being done by
individud investors chasing technology stocks. Third, much of the blistering Nasdag
performance has come from margina companies with negligible earnings whose stocks have
gone from $2 to $4. Whilethis is ahuge move in percentage terms, a quick move back down
to $2 could happen overnight.

The good news for investors ready to put fresh capitd to work isthat plenty of opportunities
reman. While technology and consumer stocks are pricey after a sharp run-up, the hedlthcare,
energy, and financid sectors till offer many attractive socks. Much of the indtitutiona

money that has pushed the Nasdag up in such a hurry has l€ft the hedlthcare, energy, and
financid sectors—causing them to underperform the market. Thisiswhere patient investors
can now find gems that will deliver excdlent 3-5 year returns.

Drug and hedlthcare service companies have not participated equdly in the recent raly, but
most continue to post solid finandid results while trading at vauations below their historical
averages. Energy companies, now benefiting from firm oil and natura gas prices, have
prodigious cash flow and are using their cash to buy back their own stock and/or distribute
hefty dividends. Should the recovery gain steam, energy consumption will increase and prices
should remain high. A number of financid companies are aso trading at depressed vauations
due to investor expectations of the end of the refinancing cycle and rising interest rates.
Severa pay solid dividends while offering double-digit earnings growth potentid. As aways,
the invesments most likdly to pay off handsomely in the long term are those that are out-of-
favor a present.

Asusud, | welcome your comments and feedback.
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