Monthly Newsletter February 15, 2005

Equities in 2004: A Retrospective

I'd like to open this month’s letter by
throwing a spotlight on our 2004 laggards
and telling you why we still like them
coming into 2005.

Last year, the two worst-performing sectors in the S&P
500 were Health Care and Information Technology,
and our Core Equity stocks Pfizer and Intel, industry
bellwethers both, fell 22.3% and 26.6% respectively.

Autumn brought safety concerns about Pfizer’s Cox-2
inhibitors. Celebrex and Bextra sales are suffering, and
in all likelihood, legions of plaintiffs’ attorneys are
gearing up to pinch company profits going forward.

Here’s our take on the situation: Pfizer still has five of
the 25 best-selling drugs, and it owns the leaders in
fifteen different drug categories. Also, every few years it
seems to be the pharmaceutical companies’ turn to
take a political and public relations tarring (as hap-
pened running up to the election); in the past, outraged
denunciations of Big Pharma and predictions of its de-
mise have made for buying opportunities. The demo-
graphic imperative remains: Baby Boomers will live
longer and consume more drugs than their parents.

With its Cox-2 woes now reflected in its stock price, its
cash flows still strong, its product portfolio robust, and
its outsized dividend seemingly secure, we see long-
term promise in Pfizer that outshines much else of we
see in the market. The stock trades at a 10.7 forward
P/E and carries a 3.0% dividend yield.

Intel stumbled after trying to maintain premium pric-
ing in the face of price cuts by its flash memory com-
petitors, scrapping development of its Prescott micro-
processor, and losing ground to a new product from
arch-nemesis AMD. Also, inventories hit uncomfort-
able highs, an indicator of demand vs. pricing trouble.

We see these as short-term challenges that are being
overcome as Intel moves from selling on a component
basis (microprocessors) to selling on a platform basis
(silicon + complementary software). Altogether, this

strategic reorientation makes shrewd sense, and it
should strengthen the company in the years to come.

Intel remains not just a good tech company, but a great
manufacturing company and great brand, and we be-
lieve its vertically integrated structure — owning its
value chain from research to design to production to
marketing — will give it an enduring competitive ad-
vantage. The stock trades at a 17.9 forward P/E, and
after doubling its dividend last year, yields 1.3%.

For the sake of balance, I should point out that Allen
Trust’s Core Equity Portfolio had big winners too. In a
year when the S&P 500’s technology sector returned
just 0.24%, Checkpoint Software rose 46.1%. Mean-
while, rookie Core Equity holding KB Homes ||| ||}l
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