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After the disappointing investment climate in 2000 and
2001, and the devastating drop in stock prices in 2002,
we were ready to “ring out the old” and in with the new.
2003 proved to be no disappointment! Our clients whose
portfolios have been well represented in common stocks
have made excellent investment returns this past year.
At the time of this writing (shortly before the end of
December) H&R stocks have gained well over 25% for 
the year, and are handily outperforming the broad 
stock market.

More Timely
You will notice that you are receiving the enclosed 
reporting earlier than usual. Given the advances in 
technology which allow for more rapid and frequent
updating of our records with our clients’ custodians 
(brokerage firms, for most), we are foregoing the usual
penny-accurate reconciling which we have required in 
the past before being able to prepare our quarterly 
performance analysis.

Therefore, commencing with the fourth quarter 2003
reports, they are coming to you without the usual 
“pre-reconciliation.” We are confident that in the vast
majority of cases the numbers will indeed be accurate,
or off by only small amounts, reflecting recent activity
which our clients may have initiated, but which we had
not yet picked up on our copies of your custodian 
statements.The detailed reconciliation will still take
place, but at a time after we mail you these reports.

Tax Reporting
In the past, we have included H&R tax reporting on our
clients’ taxable portfolios. For the year 2003, we will be
sending out this information under separate cover.
Please watch for these important documents. Given
changes in the personal income tax laws enacted in 
May 2003 and the ensuing complexities, it is currently
unknown as to when we can remit this information to
you, but we hope it will be this month.We suggest you

watch carefully for the substitute form 1099 reports from
your custodian (usually, the brokerage firm which holds
your securities).

Ace in the Hole
One G.I. greeted Saddam Hussein upon his arrest on
December 13 as follows: “President Bush sends his
regards.” You’ll remember that Hussein was the Ace 
of Spades in the deck of cards representing the most
sought-after members of his regime, and he was 
captured hiding out in a rather small hole.

That was on Saturday.The following Monday, the stock
market opened with much fanfare, and leapt to the
upside very quickly. However, that euphoria was short-
lived, and prices actually ended down for the day.Yet,
since December 15, stock prices have resumed their
growth (as of December 26, the time of this writing).

Paraphrasing Ed Yardeni, the noted Chief Investment
Strategist of Prudential Equity Group, the event of
Saddam’s capture is bullish for President Bush’s 
reelection prospects, as well as for the stock market.
Reason: investors have a preference for Bush’s economic
policies, and in particular, for his tax cuts.

It is believed that, if Bush is re-elected, he will put 
pressure on Congress to make the present tax cuts 
permanent.There is also the distinct possibility that
there may be a much more radical change in the 
entire income tax structure, where we would see the 
substitution of a federal consumption tax to replace 
the personal income tax. Such a move would have
tremendously powerful positive implications for the
stock market, and likely the bond market as well.

Stock Market Prospects for 2004
The stock market’s future performance will be largely
determined by investor psychology and changes in 
perception. Our expectations are molded by historical
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precedent. What happened in prior presidential 
administrations? Since 1952 (marking the beginning 
of the post-war modern economic era) stocks have 
performed nicely in the third year of both the first and
second term of the president nearly every time. 2003
falls in nicely. But what about the fourth year (2004)?
Historically, the average gains have been in the double
digit range, but not quite as strong as the third year.
However, ten of twelve fourth year returns were positive.

Economic realities seem to be falling into line to support
stocks doing well in the next year. Corporate earnings
have been strong, and are expected to gain another
healthy amount in 2004.

Economic Underpinnings
Over the past two years, corporate profits have increased
at record levels.This is the backdrop for anticipating
increasing capital spending and jobs.These should add
further to corporate earnings potential. As investor 
perception becomes more aware of these probabilities,
stock prices should respond positively.

Are stock prices too high now? We don’t think so, given
that the earnings prospects for the S&P 500 Index in
2004 could well reach the $63 mark. With the S&P 500
currently trading at less than 1100, that gives us a P/E
multiple of about 17.5 which is only about 20% higher
than historic norms. However, interest rates and inflation
are much more than 20% below historic norms.The 
relationship between the P/E multiple within the 
context of inflation and interest rates is what determines
“reasonableness” of stock pricing.

Whereas we can anticipate that the Federal Reserve may
start to raise short term interest rates in about a year’s
time, there is a myriad of factors which will keep rates 
relatively low. And for inflation, it is difficult to justify the
core rate rising rapidly, given increasing competition
among manufacturers on a global basis.

And in Conclusion
It is easy to find reasons to anticipate that another storm
could overtake the stock market.We will not waste your
time and attention in detailing these. Simply turn 
to the media, which regularly provide grist for this 
particular mill.

Looking to history provides an enormous amount of 
comfort as to what we may experience in the investment
world going forward. Long bear markets are typically 
followed by long bull markets, and vice-versa.We seem 
to have returned to more reasonable valuation levels,
rather than the absurdly high levels which marked the
late 90’s nor the relatively low level reached in October
2002 which was basically repeated in March 2003.The
U.S. economy is on solid footing, with a growing chorus
of the same in the international arena.We’re staying the
course, but keeping an eye out for excesses.

Best wishes and thanks to our clients as we proceed further into 
the new millennium. Your Howe & Rusling team is anticipating good results.
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Bond Market Overview - 4th Quarter 2003
The final quarter of 2003 has been difficult for bond
investors. Over the past nine months we have been
emphasizing the volatile nature of the fixed income 
market. Recently volatility has begun to ease compared
to what we saw in the 2nd and 3rd quarters. Absent any
geopolitical events between now and the end of the
year, we expect quarterly returns to be unchanged to
slightly negative.This is an expected result of an 
economy that has recovered from recession, has 
stabilized and now is positioned to grow at a faster pace.

The table below shows the range of interest rates over
the 4th quarter.The low yields were established at the
beginning of the quarter. Since then we have seen rates
stay predominately within a narrow range (± 0.10%)
from the daily average for the period.The decreased
volatility may be due to a lack of any significant unex-
pected news or deviations from economic expectations.

The most significant economic news in the 4th quarter
has to be last quarter’s GDP (Gross Domestic Product)
growth of 8.2%.While higher than originally thought,
this did not create a lasting inflation "scare" in the bond
market because productivity in the 3rd quarter was
actually higher than GDP. Increased productivity usually
means lower unit labor costs which is a major compo-
nent of manufacturing costs. Another news item that
received attention was the Federal Open Market
Committee statement on December 9.The committee
kept the federal funds rate unchanged at 1%, which was
as expected. However, there was a change in the policy
statement regarding the probability of an “unwelcome
fall in inflation.” For the past year or so, the FOMC 
had been warning of a higher probability of deflation,
where now they believe that the probability of 

deflation or inflation is equal.This will eliminate some 
of the uncertainty regarding deflationary pressures on
future economic growth which has helped keep interest
rates low.

We don’t expect GDP to continue this rate of growth in
the 4th quarter or into 2004. However, this reading,
along with the change in the FOMC statement, has 
solidified our belief that we have seen the cyclical 
bottom in yields for bonds. Other signals that support
this view include:the weakening dollar, a stabilizing
labor market, and increased commodity prices.We
believe that bond prices will continue to trade in this
range for the near term, with increasing pressure on
higher interest rates. As such, we continue to keep the
duration of fixed income portfolios shorter than normal.

2004 Outlook
We currently have very low inflation, thanks in large part
to productivity. However, the performance of the bond
markets does not only reflect current inflation, but also
future inflation or deflation. For most of this year there
has been a “tug of war” between the traditional 
viewpoint that “easy” money will lead to inflation,
and those who believe that, in a competitive global
economy, prices must remain low. Both arguments are
valid. However, this is not the case for all products and
services.While the prices of many industrial products
have stayed fairly constant (because of competition), the
cost of certain services, including healthcare, insurance,
education etc., have increased substantially.We can
import industrial products at global prices but not 
certain services. As the cost of these services becomes an
increasing part of our disposable income, we can expect
inflation to negatively affect our purchasing power.

Interest Rates Over 4th Quarter

Treasury Maturity High Yield Low Yield Daily Average 12/24/03 End of 3rd Quarter

2 Year 2.12% 1.47% 1.86% 1.83% 1.50%

3 Year 2.64% 1.93% 2.38% 2.36% 1.95%

5 Year 3.49% 2.84% 3.25% 3.20% 2.85%

10 Year 4.49% 3.96% 4.29% 4.20% 3.96%
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The Federal Open Market Committee continues to say
that they can keep an “accommodative” stance on 
monetary policy (i.e., not increase short-term rates).
Regardless of what the FOMC says, the bond market 
has a mind of its own. It will not wait for the Fed to
increase rates; it will do it for them. As there is continued
evidence of economic growth and employment stability,
the bond market will be ever vigilant for signs of 
inflation, as will we.

Corporate Bonds
We expect that the yield spread between corporate
bonds and treasuries will continue to depend on 
corporate profitability and the supply of new issues.
We expect both to increase in 2004. However, spreads 
for higher quality investment grade companies may
remain unchanged or even slightly increase from current
levels if corporations start borrowing more. Most of the
price appreciation from narrowing spreads is already
built into this segment of the market.We have seen 
an increase in supply over the last 30 days, which has
kept spreads mostly unchanged. Spreads on lower rated
bonds (A- to BBB-) should continue to decrease as 
profitability improves.We will continue to evaluate 
the risk/reward relationship of corporate bonds on an
issue-by-issue basis and will only invest in the bonds 
of companies we feel are fundamentally strong and 
have the ability to improve corporate performance.

Tax-Free Municipal Bonds
In the last quarterly newsletter we mentioned that 
the lack of new issuance had made relative yields in this
market sector less attractive.The 4th quarter continued
this trend. For 2004 we would expect some increase in
supply in the first and second quarters and better yields
to relative Treasuries.We continue to encourage our
clients to look at their expected marginal tax rates for
2004. As these rates continue to decline, alternative 
taxable bonds may be a better choice.


