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Second Half 2003 Market Commentary

The Lunch Special
Investors tend to react much the same way as a frugal patron at an expensive restau-
rant, always searching for the best deal relative to what else is currently on the menu.
Not everyone in the restaurant (market), however, appears to be hungry or has yet
noticed the “Lunch Specials.”  If so, equity prices would be higher than where they are
today.  

Despite strong first half 2003 gains, equities remain an attractively priced asset class
on a risk/return and relative value basis. Too many concerns, however, are keeping
investors from buying.  The still fresh, painful memories of a brutal three-year bear
market, the fear of more terrorism, concerns regarding a sustained economic recovery,
and most recently, the prospects for deflation are all weighing on investors’ minds.
While these concerns are not without merit, portfolios heavily allocated towards U.S.
government bonds (particularly medium and long-term) are not being sufficiently com-
pensated for the risks they are taking.  Equities, higher quality junk bonds, short-term
investment grade corporate bonds, foreign bonds (that hedge currency risk), TIPS
(inflation-adjusted bonds), and money markets funds are more appealing asset classes.   

First Half 2003 Review
It’s amazing how quickly market sentiment can turn.  In February, rising global geopo-
litical tensions in advance of the imminent war in Iraq sent already nervous investors
scurrying from the stock market into the safe haven of U.S. government bonds and
precious metal funds.  In our February 2003 newsletter entitled “Style and Class
Matters” (available at www.smscap.com), we cautioned investors: “Don’t bet on the
end of the world”.  We suggested that the market’s angst at that time provided an
excellent opportunity for investors to start reallocating portfolios heavy in cash and
bond funds over to equity funds, and in particular growth-oriented funds.  SMS
believed that growth funds, which had been soundly out performed by both U.S.
Treasury Bonds and value oriented stocks over the prior three and five-year periods,
would begin to outshine other asset classes as the U.S. economy and investor senti-
ment improved.   

Sure enough, the hysteria surrounding the Iraqi conflict and potential terrorist activities
subsided and since mid March the market has had a strong showing.   
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