AN OVERVIEW OF FIXED
INCOME

Aswewritethisissue (8/22/03), the equity
markets continue their recovery. Thetre-
mendous amount of fiscal and monetary
stimulusto the economy appearsto be pay-
ing off. Though the GDP for the United
States grew at 2.4% in the second quarter
(dightly below normal), it gppearsthat growth
will recover to at least 3% for the second
half of the year, with even more aggressive
forecasts of 5%.

After looking at amethod of stock selection
inour previousnewd etter, wefelt it wasim-
portant to examine the selection of fixed in-
come securitiesinthisissue. Having apor-
tion of one'sassetsallocated to fixedincome
isimportant for many investors. Doing so
servesanumber of different purposesfrom
reducing thevolatility of an account to pro-
viding theincome necessary to support one's
lifestyleinretirement. Account volatilityis
reduced because bonds tend to experience
lesspricemovement in comparison to stocks.
Reducing volatility isof particular interest for
peoplewho arein retirement and cannot re-
place the assets they have accumul ated, as
well asthosefor whom safety of principd is
aprimary concern.

Theimportance of diversifying one's hold-
ings through the use of bonds can be seen
over thelast fiveyears. During thistime pe-
riod, a balanced portfolio, which included
bonds, outperformed an all equity portfolio
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by awidemargin. Theaddition of an extralayer
of diversification helped toinsulate the portfolio
fromthedeclinesinthe equity market. Whileone
can arguethat thistime period in the market has
been an anomaly, it shows the importance of
protecting your assetsfrom the declinein equity
markets.

WHY BUY INDIVIDUAL BONDS?

The purchase of individual bondsis especially
imperativetoday dueto thelow level of interest
rates. When you own theindividual securities,
and thebond maturesas scheduled, you truly have
afixedincome. If abond fund ispurchased, the
amount of payment fluctuates depending on what
is held in the fund and the current interest rate
environment. Also, asinterest ratesrisetheprice
of thefundislikely to decline. Whilethe price of
individual bondswill declinein theshort term, as
they approach maturity the price of the bond will
movetoward par. Therefore, you expect thebonds
to pay off at par.

CATEGORIESOFFIXED INCOME
UTILIZED

Therearetwo principa categoriesof fixedincome
investments L ehrer Management Company, Inc.
utilizes. First aretax-freemunicipal bonds. If the
investor isaresident of the state fromwhich the
bondsareissued, theincomefrom these bondsis
free of state and federal taxes. However, if the
investor isnot aresident of the state, theincome
received issubject to statetaxes. Our purchases
of municipa bondsvary incredit quaity fromnon-
rated toAAA insured bonds. Wefed that all ocat-
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ing a portion of one’s municipa bond
purchasesto non-rated bondsisjudtified given
the considerably higher yield and marginal
increaseinrisk.

The second category of fixed income
investmentsistaxable securities. Typesof
taxablesecuritiesweutilizeincludetreasuries,
agencies of the U.S. government, and
corporatebonds. When purchasing corporate
bonds, welook for investment grade (BBB)
or higher quality investments. Theprimary
factor to consider when making thedecision
to invest in taxable versus tax-free
investments is the investment’s effect on
taxesof theinvestor.

Given the price movement of bonds, caution
must beexercised wheninvesting. Theprices
of bonds have an inverserelationship with
interest rates, meaning asratesrise, theprice
decreases. In the previous years, we often
purchased bondswith long maturities of 20
to 30 years. Wefound that thisprovided long-
terminterest rates on bondsthat often were
redeemed substantially beforematurity. With
interest rates steadily declining over thelast
few years, adaptation of our Strategy hasbeen
necessary. Though interest rates have
recovered from the 45 year nadir of afew
weeks ago, they are still historically low.
Knowing that an increase in interest rates
seems to be the most likely direction of
movement, adefensive postureisnecessary.
Thisposture callsfor minimum commitment
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to long term bonds and an emphasis on short to
intermediateterm instruments.

In addition, the recent steep move of the 10 year
treasury hasincreased yields nearly 50% in just
over eight weeks. This has created a buying
opportunity inintermedi ate corporateand municipa
bonds. With current yield levelsthat havenot been
seensinceprior to September 2001, wearesowly
committing fundsto this area of theyield curve
where appropriate.

ISNOW THETIME TOINVEST IN
FIXED INCOME SECURITIESGIVEN
THELOW LEVEL OF INTEREST
RATES?

A practicethat weactively usein salecting equities
is the diversification of investment not just by
security, but by timeaswell. Thisconcept carries
over to fixed income decision making. Though
interest rates haverisen off the 45 year lowsthey
reached just last month, they arestill below their
recent averages. Giventheinversereationship of
price and interest rates mentioned earlier, it is
important to break up investment decisionsinto
many small investments. Doing so hel psto spread
therisk of investing over time. Key considerations
in deciding if a fixed income investment is
appropriateincludecredit quality, timeto maturity,
and any call features of the bond.

The information and opinions in this newsletter were prepared by Lehrer Management
Co. Inc. These materials are for general information only, and are not suitable for all
investors. Market conditions are subject to change without notice and therefore market
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