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We continue to believe in our economy/profit/stock price paradigm (shown below),

which we have discussed in recent Investment Reviews.  The first two components of this

forecasting model continue to be realized, as the economy has grown fairly strongly, and

corporate profits have risen significantly.  However, equity prices have moved very little,

staying in a narrow 9% range for the S&P 500 throughout this year and recording only a

very modest increase since the beginning of the year.

In our opinion, the limited progress of equity prices in 2004 is a function of two

concerns.  The first has been uncertainties about the national election and progress in

achieving our goals in Iraq.  The second is a fear that the significant increase in energy

prices may restrain economic growth in 2005.  We acknowledge these concerns.  However,

we also recognize that in most economic recoveries in the United States there are slow

phases, or to quote Federal Reserve Chairman, Alan Greenspan, “soft patches”, which are

typically followed by renewed growth.  This was certainly the pattern after the recessions

of 1981 and 1991, and we think that this will be the case in the current decade.  We believe

strongly in the self-sustaining nature of the U.S. economy which encourages expansion

until some cataclysmic development occurs, bringing economic growth to a halt.  Examples

of such momentous events are the combination of 8% inflation and 13% interest rates in

the early 1980’s and the bursting of the technology bubble in the late 1990’s.  We do not

think that the current economic recovery phase has experienced such an event that could

abort the renewed growth which began in 2002.  A few sentences from our last Investment

Review summarize our current opinion on the economy:

If history is a guide, the economic cycle is in the second or third inning, as the

previous strength of the consumer translates into cash for companies, which is
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While the stock market has remained in a remarkably narrow range through the first half of 2004, the issues weighing on investors have

partially shifted from geo-politics, to a ‘jobless recovery’, high oil prices, and a fear of accelerating inflation.  All the while, continued

broad increases in corporate profits have acted to offset these downward pressures.  Earlier the investment consensus called for a surging

global economy with the risk of demand-driven inflation.  Timely data now points to evidence of economic deceleration, manifested

in areas as diverse as commodities, shipping, employment, auto and consumer sales, advertising, and technology.  This evidence begs

three questions pertaining to our above model.

I.  What is the cause and extent of the slowdown?

The often-cited reason for the current soft spot in the economy is the fading of the economic and fiscal stimuli of 2003 and early

2004:  mortgage re-financings, tax cuts and credits, and record low interest rates.  Although the declining influence of these factors

certainly make for difficult comparisons during the second half of this year, a greater impact on economic activity stems from radically

higher commodity prices, especially oil and gas.  In last quarter’s ‘Outlook’ we highlighted energy prices as a potential economic restraint,

and this argument is now supported by economic weaknesses concentrated in automobile sales and discount chains (high gasoline

prices act as a regressive tax, disproportionately impacting lower income consumers).  Commodity/energy price stresses have frequently

led to Fed tightenings and recessions, so we are closely following events that impact these markets.  Despite these clear concerns, our

thesis remains that economic damage will be more limited than during the energy shocks of the 1970’s.  We do expect oil and gas prices

to remain above historic levels, but inflation-adjusted energy prices are far below the peaks of thirty years ago and the US economy is

less resource dependent.

Another reason for this deceleration is that recent rates of economic growth (the last four quarters have seen the fastest GDP

growth since the early-1980s) are simply unsustainable.  The above-average growth (culminating at +8% in the U.S. for the third quarter

of 2003) here and abroad creates dangerous levels of demand on goods and services, leading to inflation.  A “soft-landing” or moderation

of growth, as experienced in 1995, is the ideal path at this juncture.  Moderate self-corrections are the normal self-sustaining nature of

our economy.  If history is a guide, the economic cycle is in the second or third inning, as the previous strength of the consumer translates

into cash for companies, which is then invested into inventory restocking, capital equipment, and job creation.  These expenditures pass

through to other businesses and consumers, and the expansion cycle continues.  Fortunately, inflation can be self-correcting, as evidence

shows that the recent soft-spot here and abroad releases some of the pressure on prices.

II.  How will this slow-down impact earnings?

As long as the economic deceleration remains benign, corporations should continue to post impressive profits.  In the past year-and-

a-half businesses have been able to increase earnings at an even higher level than revenue growth due to their sustained operating

leverage.  Just like the economy as a whole, we believe the rate of profit growth will eventually slow from its lofty levels, but the upward

direction will be maintained.  Wall Street’s new-found conservatism has led to wide-spread profit underestimations five quarters in a

row.  As forecasts gradually rise and our forward 12-month moving target of corporate earnings advances with time, the expected

earnings level for the market as a whole should continue to climb steadily.  In fact, the Standard & Poor’s estimate of earnings for the

next 12 months has risen nearly 5% in the last three months.

III.  Is a further market correction justified?

The third part to our paradigm is positive equity returns generated by growth in the economy and earnings.  In our last ‘Outlook’ we

described a scenario with gains generated by solid profit growth and increasing dividends, with market multiples remaining in a range

of 15.5 to 19 times forward EPS.  In the three months since then stock prices have moderated slightly, as profits have continued to

expand, leading us to the lowest market valuations since 1996.  It is difficult to make the argument that equities are still over-valued,

especially with inflation and interest rates on a clearer path than thought this spring.  Even precluding the possibility of multiple

expansion, continued record earnings and dividend growth should provide respectable equity returns.  As mentioned in our last report,

the true risk to the stock market and our model comes from the unexpected events, policies, changes, and rates of changes that could

cause valuations to deviate from this range – either above or below.

As always, prudent stock selection is imperative to achieve long-term equity out-performance.  Our “undervalued growth”

strategy has two equal components.  The first requires investing in companies with prospects for superior future earnings growth.  The

second ensures that we only buy those stocks when they are undervalued.  These strict disciplines enable us to own superior growth

companies, which is particularly pertinent in a period that may not enjoy multiple expansion.  Despite a slowdown in the overall

economy, our portfolios have benefited from holdings in energy and defense, as well as long-term investments in the industrial and

business services segments of the economy.

We are excited to announce that Saybrook Capital now has an address on the internet.  Investors can now go to our website to find

a summary of our goals and strategies, an archive of our quarterly ‘Outlook’ reports, biographies of our investment professionals, and updated

composite performance. We look forward to further customizing this site to provide dynamic access for current and prospective clients.  Please

visit us at: www.saybrookcapitol.com
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While the stock market has remained in a remarkably narrow range through the first half of 2004, the issues weighing on investors have

partially shifted from geo-politics, to a ‘jobless recovery’, high oil prices, and a fear of accelerating inflation.  All the while, continued

broad increases in corporate profits have acted to offset these downward pressures.  Earlier the investment consensus called for a surging

global economy with the risk of demand-driven inflation.  Timely data now points to evidence of economic deceleration, manifested

in areas as diverse as commodities, shipping, employment, auto and consumer sales, advertising, and technology.  This evidence begs

three questions pertaining to our above model.

I.  What is the cause and extent of the slowdown?

The often-cited reason for the current soft spot in the economy is the fading of the economic and fiscal stimuli of 2003 and early

2004:  mortgage re-financings, tax cuts and credits, and record low interest rates.  Although the declining influence of these factors

certainly make for difficult comparisons during the second half of this year, a greater impact on economic activity stems from radically

higher commodity prices, especially oil and gas.  In last quarter’s ‘Outlook’ we highlighted energy prices as a potential economic restraint,

and this argument is now supported by economic weaknesses concentrated in automobile sales and discount chains (high gasoline

prices act as a regressive tax, disproportionately impacting lower income consumers).  Commodity/energy price stresses have frequently

led to Fed tightenings and recessions, so we are closely following events that impact these markets.  Despite these clear concerns, our

thesis remains that economic damage will be more limited than during the energy shocks of the 1970’s.  We do expect oil and gas prices

to remain above historic levels, but inflation-adjusted energy prices are far below the peaks of thirty years ago and the US economy is

less resource dependent.

Another reason for this deceleration is that recent rates of economic growth (the last four quarters have seen the fastest GDP

growth since the early-1980s) are simply unsustainable.  The above-average growth (culminating at +8% in the U.S. for the third quarter

of 2003) here and abroad creates dangerous levels of demand on goods and services, leading to inflation.  A “soft-landing” or moderation

of growth, as experienced in 1995, is the ideal path at this juncture.  Moderate self-corrections are the normal self-sustaining nature of

our economy.  If history is a guide, the economic cycle is in the second or third inning, as the previous strength of the consumer translates

into cash for companies, which is then invested into inventory restocking, capital equipment, and job creation.  These expenditures pass

through to other businesses and consumers, and the expansion cycle continues.  Fortunately, inflation can be self-correcting, as evidence

shows that the recent soft-spot here and abroad releases some of the pressure on prices.

II.  How will this slow-down impact earnings?

As long as the economic deceleration remains benign, corporations should continue to post impressive profits.  In the past year-and-

a-half businesses have been able to increase earnings at an even higher level than revenue growth due to their sustained operating

leverage.  Just like the economy as a whole, we believe the rate of profit growth will eventually slow from its lofty levels, but the upward

direction will be maintained.  Wall Street’s new-found conservatism has led to wide-spread profit underestimations five quarters in a

row.  As forecasts gradually rise and our forward 12-month moving target of corporate earnings advances with time, the expected

earnings level for the market as a whole should continue to climb steadily.  In fact, the Standard & Poor’s estimate of earnings for the

next 12 months has risen nearly 5% in the last three months.

III.  Is a further market correction justified?

The third part to our paradigm is positive equity returns generated by growth in the economy and earnings.  In our last ‘Outlook’ we

described a scenario with gains generated by solid profit growth and increasing dividends, with market multiples remaining in a range

of 15.5 to 19 times forward EPS.  In the three months since then stock prices have moderated slightly, as profits have continued to

expand, leading us to the lowest market valuations since 1996.  It is difficult to make the argument that equities are still over-valued,

especially with inflation and interest rates on a clearer path than thought this spring.  Even precluding the possibility of multiple

expansion, continued record earnings and dividend growth should provide respectable equity returns.  As mentioned in our last report,

the true risk to the stock market and our model comes from the unexpected events, policies, changes, and rates of changes that could

cause valuations to deviate from this range – either above or below.

As always, prudent stock selection is imperative to achieve long-term equity out-performance.  Our “undervalued growth”

strategy has two equal components.  The first requires investing in companies with prospects for superior future earnings growth.  The

second ensures that we only buy those stocks when they are undervalued.  These strict disciplines enable us to own superior growth

companies, which is particularly pertinent in a period that may not enjoy multiple expansion.  Despite a slowdown in the overall

economy, our portfolios have benefited from holdings in energy and defense, as well as long-term investments in the industrial and

business services segments of the economy.

We are excited to announce that Saybrook Capital now has an address on the internet.  Investors can now go to our website to find

a summary of our goals and strategies, an archive of our quarterly ‘Outlook’ reports, biographies of our investment professionals, and updated

composite performance. We look forward to further customizing this site to provide dynamic access for current and prospective clients.  Please

visit us at: www.saybrookcapitol.com
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then invested into inventory restocking, capital equipment, and job creation.

These expenditures pass through to other businesses and consumers and the

expansion cycle continues.  Fortunately, inflation can be self-correcting (even

in energy prices), as evidence shows that the recent soft spot here and abroad

releases some of the pressure on prices.

If our view on the economy and corporate profits proves correct, we believe that the

paradigm will be accurate and equity prices will rise in the coming months, after a period

of little gain for most of 2004.

Deployment of Surging Corporate Cash Flow

For some time we have observed an interesting phenomenon on corporate balance

sheets.  Both the companies we own, as well as the corporate world in aggregate, are holding

levels of cash as a percent of assets not seen since the 1960s.  The reasons for this build-up

are fairly clear, but whether the trend continues and how companies deploy these assets have

major implications for equity markets going forward.

After increasing gradually in the 1990s, US non-financial corporate cash as a percent

of total assets has surged since 2002 to nearly 10% of total assets.  As the nearby chart shows,

cash as a percent of assets has jumped 50% in just the last three years.  On one hand,

companies are enjoying a growing economy and high profit margins, leading to record

earnings and cash flow.  However, in an era of geo-political risk, intensifying regulatory

scrutiny, and increasing conservatism in corporate board rooms, management has been

reluctant to spend these profits, instead stashing them in the assets column on their balance

sheet.  Companies rarely race out to hire new employees or acquire new equipment at the

first sign of an economic upturn, but GDP and profits have now been increasing for almost

twelve quarters.  Normally by this point in a business cycle, corporate officers have regained

the confidence to reinvest in their businesses.  This cash influx will be further enhanced by

the nearly $100 billion in overseas profits freed up in the repatriation provision of the just-

approved corporate tax cut.  This represents billions of dollars of cash that existed on US

companies’ balance sheets but was left abroad to minimize taxation.



Growth of Cash as % of Assets

Through 2Q04.  Excludes financial subsidiaries of GE, GM and F.

Source: Morgan Stanley Research.

This divergence cannot continue forever.  Since we believe that corporate profits will

continue to grow, albeit at a moderating pace, we think that companies will accelerate deployment

of these funds.  How this cash is put to work, considering the wide variety of corporate finance

alternatives, will be a large factor in how companies perform in the years ahead.

Companies face a range of options for their funds besides earning a meager yield in

their cash management account.  These include:  debt reduction, mergers and acquisitions,

research and development, stock buy-backs, dividend payments (“special” or quarterly),

capital investments, increasing payroll, building inventories, or shoring up under-funded

pension plans.  Different companies, in varying sectors, and at particular stages in their

growth cycle require their own specific cash deployment strategies, so there is no “right” or

“wrong” method.  But Saybrook Capital invests in “growth” companies, and we look for

certain signs that management is deploying cash toward the goal of enhancing long-term

shareholder value.

The best indication that a corporation is focused on profitable long-term growth is

deployment of their rising cash flow towards physically building its business.  This can be seen

when a drug producer boosts its R&D, when a capital goods company invests in its physical

plant, or when a services firm hires more workers.  Acquiring other companies, while sometimes

resulting in a clever strategic fit, often signals sloppy or inefficient use of capital.

Once management has committed business investments to a level conducive to

superior returns on equity, further excess funds are best returned to the shareholders, ideally

via quarterly dividends.  After the 2003 tax changes, dividends and share repurchases are

treated equally on an after-tax basis, so theoretically it makes no difference which vehicle is

used to return the cash.  However, share buy-backs, rather than reducing shares-outstanding

for the benefit of investors, are often used to simply offset dilution from generous stock

options.  Saybrook Capital looks for companies that pay a quarterly dividend and have a

record of raising these payouts in pace with growing profits.  A regular dividend, as opposed

to a one-time “special” payout, signifies management’s priority of returning money to



shareholders and its confidence in the company’s future ability to generate steady cash flows.

Additionally, in an era of single digit earnings growth with little multiple expansion (our

market expectation), dividends may represent a significant portion of total equity return.

We do not seek to invest in stocks with the highest dividend yields, since those are often

companies in decline.  Instead, we look for companies with undervalued growth prospects

whose managements will use cash flow in excess of internal needs to reward shareholders

with steady growth in dividends.  We consider this to be a substantiation of a company’s

confidence in its future prospects.

We continuously examine the companies whose stocks we hold to determine how

they are investing for future growth and to learn how their management will deploy growing

cash holdings that result from expanding profits.  Most of our companies are, in fact,

expanding their businesses at a healthy rate:

•   Many are adding new facilities, manufacturing plants, or, for retailers, new stores.

Increasingly, these are located overseas to serve important international markets.

•   Some of our manufacturing companies are building new factories simply to increase

efficiencies and enhance productivity.

•   We own a few companies that are making strategic asset acquisitions.  These include XTO

Energy, which has very successfully expanded by purchasing domestic oil and gas properties,

and a few other companies that make smaller acquisitions and increase the profitability of

these new divisions with superior management.

There are several cases among our stocks where management has recently initiated

dividend payments, and we have seen a growing pattern among our investments of expanding

dividends at a rate faster than earnings growth.  Finally, there is the special case of the large

$3 per share payout of excess cash by Microsoft.  Along with this one-time event, Microsoft

has also committed to increasing its dividend regularly and purchasing its own shares.

We like the balance of intelligent uses of increased cash that we see among our

companies.  Our clients should benefit from the growth of these businesses, both through

long-term appreciation reflecting growing earnings, and through the sharing of these profits

in increased dividend payouts.



We are excited to announce that Saybrook Capital now has an address on the internet.

 Investors can now go to our website to find a summary of our goals and strategies, an archive

of our quarterly ‘Outlook’ reports, biographies of our investment professionals, and updated

composite performance. We look forward to further customizing this site to provide dynamic

access for current and prospective clients.  Please visit us at: www.saybrookcapitol.com


