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In the first quarter we decided
to reduce the position in high-
yield bonds, bringing our eg-
uity exposure back to neutral.

Equity valuations are in a fair-
value range and it's unlikely
that these asset classes will
return much more than their
dividend yield plus earnings
growth. If true, intermediate- to
long-term returns will likely be
in the 5-7% range.

While stocks are not over-
priced, we are not motivated to
take above-average risks in
light of the nominal returns that
we expect. Furthermore, there
are a number of structural
risks, as well as geopolitical
risks that make us somewhat
cautious. But we are not at the
point where we believe it
makes sense to get defensive.

Looking forward, our long-term
return expectations are not
high for the underlying mar-
kets, and our ability to add
value at present is somewhat
limited by the lack of compel-
ling asset-class opportunities.
The coming months may re-
quire some patience. Inevita-
bly, the market will again pre-
sent us with compelling tacti-
cal-allocation opportunities.
Until then, we remain confident
that our managers will con-
tinue to add value.

The Investment Letter is
mailed quarterly to our clients
and friends. The intent of this
publication is to share some of
our more interesting views and
research with our clients.
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First-Quarter Investment Review and Outlook

The powerful stock market rebound that started just over a year
ago continued in the first quarter, though most of the gains oc-
curred during the first few weeks of the year. Small-caps and for-
eign stocks were especially strong, and both outperformed the
S&P 500. High-yield bonds managed to deliver good returns on
the quarter, while investment-grade bonds did quite well as inter-
est rates declined in January, February, and March. Foreign bonds
also delivered positive returns in the first quarter, though they
were generally lower than U.S. bond returns.

Our investment approach is patient and long-term-oriented, and
as a result portfolio turnover is normally infrequent. However,
this month we made changes to our portfolios by adding FPA
New Income to gain greater diversification in our bond holdings.
This fund (symbol FPNIX is a load fund but as I am a registered
investment advisor we purchase it on a no-load bias).

FPA New Income Fund is an eclectic investment-grade bond fund
run by Bob Rodriguez and Thomas Atteberry. Currently the fund
is positioned very conservatively, with an average duration of
only 1.1 years and a meaningful allocation to cash, as the team ex-
pects interest rates to increase significantly over the next 12-18
months; this is why we partially funded the purchase of this fund
from the dedicated cash positions, even though our official cash
allocation remains unchanged. The appeal of this fund is partially
due to our long-term expectation that interest rates are likely to
rise. Equally important, we have a high degree of confidence in
this fund’s management team and like their highly flexible ap-
proach to seeking value over a market cycle.

The investment landscape today is very different than it has been
during much of the past five years. During that period, we ex-
perienced an unusual abundance of good opportunities, as the
tech bubble left large swaths of the financial asset market ignored
and undervalued. At various points over this period of time we
established tactical over-weightings to value stocks, international



funds, small-cap stocks and high-yield bonds.
Each of these asset classes provided incre-
mental outperformance during the full period
that we held them and this contributed to the
performance of our portfolios. The ability to
put in place multiple “fat-pitch” plays also al-
lowed us to diversify them so that very high
exposure to any one asset class was unneces-
sary. This helped to reduce volatility and
during this same five-year time period our
equity portfolios exhibited much less volatil-
ity and downside risk than the equity market
and much higher risk-adjusted returns.

But all good things come to an end. We have
reduced our high-yield bond holdings this
month for the following reasons:

1. Yields offered by high-yield bonds
have been steadily declining for
well over a year now and are near
all-time lows. Spreads (the differ-
ence between yields on high-yield
bonds and Treasury notes) have
narrowed tremendously in the last
couple of years.

2. While the economy has improved
which led to a drop in default rates
this improvement is already re-
flected in bond prices.

The_Investment Climate: Should We Be
Cautiously Optimistic or Just Cautious?

For some time now our forward-looking view
of the investment climate has been driven by
several factors:

Valuations for equity-type asset classes are in
a fair-value range. This means that over an
extended time period it is unlikely (though
not impossible) that these asset classes will re-
turn much more than their dividend yields
plus their earnings growth. If true, this puts
intermediate and long-term expected returns
in a 5-7% range. Also important is the level of
interest rates because this can have an impact
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on stock prices. As we all know, interest rates
are exceptionally low. Using the 10-year
Treasury as a reference point, if rates rise
much above 5%, stock prices could be ad-
versely affected, resulting in lower returns.
The 5% level may seem like a long way away
from today’s 4.0% yield, but from a historical
frame of reference 5% is still a very low rate,
and rates have the potential to spike up to
that level in a matter of months. (In 2003,
rates were as low as 3.1% in June and as high
as 4.6% less than three months later.)

Structural risks continue to be an intermedi-
ate- to long-term risk factor. These risks in-
clude:

*The current account deficit, which is mostly
driven by the trade deficit. We import about
50% more than we export and as a result we
need to “import” foreign capital to help us
pay for it.

*Public and private debt levels. The question
is whether the collective “we” that make up
the net worth of the United States hold too
much debt. Absolute debt levels are very
high historically but low interest rates make
the servicing of this manageable. A concern is
what will happen when rates rise? Will it
slow borrowing and spending growth? This
would dampen economic growth.

Inflation is another risk down the road. The
substantial monetary stimulus provided by
the Fed for some time now raises the risk of
inflation. And China’s booming economy is
another factor that adds to that risk. How-
ever, outside of commodity price inflation
(which over the years has become a relatively
small component of overall inflation), infla-
tion remains muted at present. But, if the
economy continues to improve it's possible
that inflation could move significantly higher



(though we don’t expect 1970’s style out-of-
control inflation) in coming years.

Geopolitical risks have not gone away. Ter-
rorism risk impacts costs for governments
and some companies, and terrorism-related
economic shocks remain very much a wild-
card.

The economic cycle is relatively early, which
suggests that economic growth is likely to
continue for several years before another re-
cession. Though the early-cycle gains for
stocks have already been strong, normally at
this stage of the cycle equity-type investments
would still have several more years of outper-
formance compared to defensive investments
(on average—not necessarily every quarter or
year). Stimulus remains strong, supporting
this expectation.

The message we take away from our analysis
is_that, though stocks are not overpriced,
there is not much margin of safety and the
nominal returns we expect don’t motivate us
to take above-average risk.

Yours Truly,
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Ken Gilpin CFP
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After their strong run last year and into the
first few weeks of 2004, stocks were ap-
proaching overvalued territory. But, after
cooling off in February and March (stocks de-
clined then bounced back in late March) and
amidst strong corporate earnings, stocks are
comfortably in the middle of our fair-value
range. And though there are no guarantees,
we expect the equity funds we own to do bet-
ter than the market averages over the long
run (though over shorter periods of time,
such as one year, we are less confident in
their outperformance). However, looking
forward from here our long-term return ex-
pectations are not high for the underlying
markets, and our ability to add value at pre-
sent is somewhat limited by the lack of any
hugely compelling asset class opportunities.
So it is also very possible that the coming
months will require patience as we wait for
more exciting investment opportunities. In-
vesting isn’t easy and the need for patience is
one reason why. But we know that sooner or
later there will be a catalyst that will cause in-
vestors to overreact and push one or more as-
set classes into bargain territory—to our po-
tential advantage.
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bond arena, which he considered quite cheap in 2002, doesn't look that way

anymore. "The pendulum swung quickly...," he writes, "and this sector now looks Mutual Fund Center

decidedly unattractive to us. Yesterday's weeds are today being priced as flowers." * Fund Screener
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keeping plenty of money off the table these days. Rodriguez has a flexible
mandate with FPA Capital (Nasdaq:FPPTX - News); though stocks typically
dominate that portfolio, he can look elsewhere, too. Lately he has found very little
to his liking. At the end of February 2004, the fund's cash stake stood at nearly
26% of assets. That's not a first here--FPA Capital had roughly the same amount
in cash in mid-1997. Still, it's rare for this fund to have more than 20% of assets
sitting in cash.

In a mid-January 2004 letter to shareholders, Rodriguez explained that he and his
colleagues have tried every which way to find attractive stocks, and have come up
empty. "However we slice and dice Mr. Market," he wrote, "the result is the same,
Slim Pickings." That goes for bonds, too. At FPA New Income (Nasdaq:FPNIX -
News)--which, unlike FPA Capital, focuses on fixed-income securities—the fund's
cash pile at the end of February was a staggering 38% of assets.

Managers Jean-Marie Eveillard and Charles de Vaulx of First Eagle Global
(Nasdaq:SGENX - News), who also have a Morningstar Manager of the Year
award to their credit, report similar troubles. Two weeks ago, de Vaulx told us that
the lack of appealing, decently priced securities isn't limited to the U.S. stock
market, but is widespread across asset classes and around the globe. Aside from
a few small caps in Japan and Europe, he says he and Eveillard can't find
anyplace to invest the fund's cash, which then stood at 23% of assets. And this for
a fund that can freely invest in bonds, too. Sounding like Buffett, de Vaulx said
high-yield bonds are overpriced now, too.

De Vaulx added that while bargains are scarce everywhere right now, the U.S.
market is the most barren of all. As a result, First Eagle Global currently has a
smaller percentage of assets devoted to U.S. stocks—less than 20%~than at any
other time in the 25 years that Eveillard has been running the fund.

The list goes on. The cash-heavy club includes Clipper Fund (Nasdaq: CFIMX -
News), run by other former Managers of the Year, and Longleaf Partners
(Nasdaq:LLPFX - News), managed by past runners-up for that award. At year-end
2003, Jim Gipson, Michael Sandler, and the rest of Clipper's disciplined team had
26% of assets in cash and short-term notes. Meanwhile, at the end of February,
Longleaf's Mason Hawkins, Staley Cates, and John Buford had 20.6% of Longleaf
Partners' portfolio in cash. (The Longleaf trio also had nearly 19% of assets
devoted to foreign securities--a rather high level even for those adventurous
managers.)

When so many justly respected managers are sounding the same cautious note, it
makes sense to listen. No need to overreact; don't shove all your money under the
mattress. But take care if you've got a chunk of money to invest. Consider even
more strongly than usual the option of putting it to work gradually-—for example,
dollar-cost averaging, or spacing investments out over time-rather than investing it
in one fell swoop. Hesitate even more than usual if tempted to try to chase hot
sectors. Even the greatest managers can't consistently predict the direction of the
markets—-and by and large, they don't try to. But right now, their words-—-and deeds-
-speak volumes.

Get Morningstar's portfolio tools, data, and editorial insight, plus
Analyst Reports on 1,000 stocks and 2,000 funds. Start your free 14 -day
trial today.
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