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Market Commentary — Monday, July 15, 2002
Enough!

If I listened long enough to you, I’d find a way to believe that it’s all true.
Knowing that you lied — straight-faced while | cried.

Sill I look to find a reason to believe ...

TimHardin — Rod Stewart’s Reason to Believe

Fear has definitely set in as the Dow" experienced multiple triple digit daily losses last week and
continued the sdl-off this morning. Pundits are rampant cdling for meaningful declines from
here. The cals from last quarter and bst year for a second-hdf of 2002 market raly have been
met with a mongtrous smack in the face. We keep lisening to “gurus’ prognosticate — looking
for a reason to believe — trying to laich on to straws of hope. | say Enough! Face it, we're ill
in a bear market. No amount of wishful thinking will change the fact that the three mgor
domedtic equity indices are down dgnificantly on a year-to-date bass. A good question to bring
up right about now is why the reminder and darification of such a panful redity. Smple, by the
same rationde that gurus can't will the market up, they can’t will it down either.

In fact, | think it was this bad habit of ligening to what we wanted to hear that got us into the
problem we are in now. It wasn't that long ago that “earnings didn’t matter” and “it's different
this time” were the chants of the New Economists. Now, we look to someone to tell us a new
gory that will bring back “confidence’ to the market. We dl know that market timing is a
sucker's bet. However, the market does give clues. Coupled with economic data and other
macro forces, one can come to conclusions that gives one confidence to act. | think the writing is
on the wdl for the markets to respond favorably from here. I'm not looking for a straight up
recovery but a see-saw upward trend.

Here are my arguments that the worst is behind us:

1. When WorldCom announced its accounting discrepancies, the market sold off broadly. As
discovery of other potentid accounting problems emerged (eg., Merck), the market sold off
agan. Add in last week's heavy sdl-off and it seems clear that the market is discounting the
potentid for future discoveriess As the new accounting firms teke over former Arthur
Anderson dients, more accounting issues will be disclosed as the new auditing firms scrub
the books and hegp blame on Anderson. Given the broad sdl-off that has adready taken
place, much of these future discoveries will be a nonrevent from a stock price point of view.
The “market” knows which firms were aggressve with their accounting practices — firms that
were aggressve acquirers, firms with opague financing arrangements, firms with subgtantial
odf-dedings, eic. Clearly, fear of the unknown is a risk of invesing. True professonas
weigh the probabilities of likely risks againg likely rewards. It looks to me that the market
has priced in the risk of accounting irregularities.

2. | agree with the popular opinion that capital spending is the next indicator of the reemergence
of the economy and the stock market. Companies have cut back, trimmed fat, deferred mgor
expenditures, and managed earnings from the middle line now for over a year. We are & a
point where companies need to honestly evauate whether or not they expect to survive and



thrive this trough. If so, continuing to sit pat will only lead to irreversble arophy. Our next
growth spurt will come in the form of old fashion top line growth — i.e, new sdes. These
new sdes will result from shifting from defense to offense — aggressve capita spending
coupled with aggressve marketing campaigns to beat their competition to the punch and
capture meaningful market share.  Much like the arlines fare wars, someone will gart and
others will have to follow. The courageous, but smat competitors will win and ther
investors will be richly rewarded. The “dot com” era has become the target of many jokes,
but the Information Age is here to stay. Capitd spending is necessary because the
Information Age is expensve.

3. Cagoitdign remains the mogt productive system in the world. While its digribution can get
out of baance, capitd has dways flowed to opportunity. In a low interest rate environment,
the more the equity markets sdl off, the more attractive they become. What's different this
time is that equity investors will not be looking for triple digit returns on each stock pick.
Expectations will likely be not only rationd, but even low. It will be okay for a company
that looks to grow earnings a 15% to sdl for 20 times to 25 times earnings.  So, when that
company isseling at 17X or 18X, some rationd investorswill buy it.

| see two mgor market risks that are not being priced into the market. The first is geopoalitica
which is ever-present, but tensons seem to grow each day. The second is the under-funded
corporate penson plans. This is a double-edged sword. Not only are those liabilities red, a
company’s inability to pay beneficiaries will send Enrontlike pain through the markets. The
former risk is one with which we will have to live. The latter is one that will, & the very lesd,
dampen earnings if companies seek to remedy such problems.

So, what does dl of this mean? | see the potentid for more discovery of accounting irregularities
as favoring invesments in smdl- to mid-cap companies. They are less prone to acquiring other
companies and more prone to being acquired for cash (instead of stock) due to changes in
accounting rules. Ther busnesses tend to be less complex, making them easier to audit. |see
increased capitd pending favoring stocks of al cap sSzes. Increased technology spending will
be a gimulus to the entire economy. Capitdism with rationd expectations will dso favor dl cap
szes. The ability of companies to attract capitd (debt or equity) will require dean financid
satements, a profitable business plan, and an accountable board of directors. Further, the power
of capitalism leads me to expect opportunities abroad to be at least as attractive as domestically.

Instead of looking for turning points, I'm looking for probabilities. Ingtead of hoping for hope,
I’'m looking for opportunities. Instead of relying on someone else to save me, I'm reinforcing
my own draegy. With rationd expectations and expectations for manageable levels of inflation,
| see now as an excdlent time to regan confidence in equities. Market-like returns will be
achievable by taking market levels of risk. Excess returns will require taking excess risk. Active
asst management should have a clear advantage over indexing as yesterday’s high fliers fal to
adjugt to a rationd world of investors. | expect the market to surge and pull back, then surge and
pull back, then do it again and again. However, | see it setting higher lows with historical ralling
three-, five-, and tenyear returns and standard deviations being reasonable guiddines. In any
short time frame, stuff will happen and the market will quickly react or overreact. That's why
true market timing remains a sucker’s bet.



It has been said that one saves for the short-term and invests for the long-term. What's missing
in this adage is that “long-term” is not a drategy. Discipline and diversfication are drategies.
Given the beeting we've taken over the past two-plus years, heré's my drategy — | will prepare
for the worg and plan for probable. | will check my dlocations to cash, fixed income, and
equities — they are the primary drivers of my portfolio’s voldility. | will check my invesments
within each of those three assat classes — they are the bass and treble knobs for my expected
returns.  With interest rates at relaively low leves, it's back to bascs — it's back to working on
the things | control. So, to those gurus who keep trying to give me a reason to believe that they
know when the stock market will turn, I smply say Enough! — I'll take my life back.

1 “Dow” dludesto the Dow Jones Industrial Average index.
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