MARKET COMMENTARY

The equity markets continued their march
upward during the third quarter. After two
and a half years of gloom, it has been with
great enthusiasm that the markets haverisen.
The market bottomed last October, making
thisbull market about ayear old. Technology
hasbeen aleading sector inthe market'srally,
and that hopefully portendsarecovery inthe
Golden State.

L evelsof unemployment are the highest they
have been in ten years. However, sinceit’s
been ten years since we' ve had an economic
downturn, that makes sense, and
unemployment is below thelevel reached in
June 1992 (7.8%). Also, unemployment isa
lagging indicator. When unemployment
peaks, the recovery is usually on its way.
Given that we peaked in June of this year
(6.4%), the economic scales are weighted
towards recovery. The expanding estimates
for GDP growth strengthen this opinion.
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Globalization and exportation of labor costshave
impacted employment conditions. In the
manufacturing sector, this structural shift has
largely occurred. It is beginning to happen in
the service sector. We would expect
unemployment to retain its cyclical nature, but
the expected aggregatelevelsmay gradually dide
upwards. If the slow ebb of jobs overseas
became a torrent, it would change our GDP
expectations for the U.S. but also increase our
interest in companieswith international salesthat
could take advantage of rising disposal income
in other countries.

When looking at the markets, one perspective
to take is a market cycle perspective.t
According to this viewpoint, the market begins
to turn up as interest rates continue to decline
but earnings recover. The expected growth of
earnings becomes positive while the change in
interest rates remains negative, allowing
valuations to expand rapidly. We've seen this
with the brilliant recovery in the market. The
next stage iswhen interest rates begin to climb
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though earningsincrease at afaster rate. As
long astheincreasein earningsisgreater than
theincreaseininterest rates, pricesgenerated
by discount models can increase. In these
terms, there'sroom left in therally.

Moreover, when there’'s strong buying
interest, pricescan still increase. For August,
flows into stock mutual funds totaled $22.9
billion while $9.8 billion came out of taxable
bond funds and net cash flow from money
market fundswas-$20.2 billion. Year-to-date,
$79.7 billion has been put into stock mutual
funds as compared to a-$2.5 billion for the
same period in 2002.2

The crescendo at the top of a market is like
thetreethat fallsin thedistant wood. No one
hearsit (some might claim acute hearing and
argue otherwise), but it still makes a hoise.
We note the signs of speculation. The
National Association Securities Dealers
(NASD) sounded thealarm on margininterest
on September 15", warning investors about
the risks of this strategy. The market P/E
multipleisabout 20, which isabove average.
Yet, as we move into the new year, we roll
forward into what is expected to be higher
earnings and thus multipleswill drop.

Downside catayststo the broad market would
berising pricesin ail or asharpriseininterest
rates. Oil normally fluctuates between $20
and $30 a barrel. The price of crude has
remained around $30 for amost ayear. For
industrial firmsand cyclica companies, energy
is a major component of their expense
structure. If oil were to move to a higher
pricing tier, for example between $30-$40, this
would negatively impact these businesses, and
thus the economy.

A quandary isthe low level of interest rates.
The FED’s assault on interest rates have
dropped rates back to the level of the late
1950's, which then was followed by aperiod
of rising yields that ended with the
replacement of Paul Volcker by Alan
Greenspan in 1987. As explained in our
Summer 2003 issue, the low level of interest
ratesincreases pricerisk in bonds, and arise
in rateswould have anegativeimpact. Rising
interest rateswould al so change expectations

2 Investment Company Institute, http://www.ici.org/stats/mf/trends_08_03.html

of corporate profitability and could adversely
affect stock prices. Leaving interest rates low
is inflationary, but raising rates too soon may
choke the recovery.

LMCSTRATEGY REVIEW

We do not know exactly where atop or likewise
a bottom is, therefore, we do not employ a
strategy that relies on precise market timing.
Instead, we mitigate the effects of the bull/bear
cycle by buying at low valuations. We don't
chase stocks because unlike amgjority of mutual
funds managers, we don't have to be fully
invested and we can wait for opportunities that
offer the best risk/return potential. We also are
watchful for exit pointsfor our holdings. When
the market’s valuation outruns underlying
business prospects, wewill consider selling.

While the run-up in the market has lowered the
number of bargainsthat we are seeing, we have
purchased stocks acrossavariety of sectorsthat
include insurance, utilities, technology,
telecommuni cations, and healthcare. Inaddition,
we are taking profits on positions that have
participated in the rally and which we believe
arecloseto or at full valuation.

Regarding fixed income, for the most part, we
have stayed on the near to intermediate part (five
to ten year maturities) of the yield curve. We
would, however, consider moving further out
along the curveif yieldscontinuetorise. We've
had the opportunity to purchase 10 year agency
bonds at yields above AAA corporates.
Historically, therelationship isthe reverse, and
we see this as an anomaly caused by three
simultaneous factors: agencies need to adjust
their balance sheet as people change their
mortgages, the potential for congressional
tinkering, and the European community’spublic
statement that they sold off their holdings.

The stock market is in a confirmed bull rally,
and an election year is on the horizon. We will
continue to selectively buy in both the fixed
income and equity areaswhilelooking for signs
of maturity in the accelerating economic
recovery.
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