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When will the pain end?

The American psyche suffered a terrible trauma on September 11. The human toll is
unimaginable. The images are seared into our collective memory. Likewise, investors have
suffered a traumatic fall in equity prices over the past 18 months; the average large cap growth
mutual fund has lost nearly half its value in the last 12 months alone. The pain for many investors
has become unbearable. Witnessing the symbolism of the attack on and collapse of the nerve
center of the global financial system, with human loss compounding financial loss, left many of us
feeling as if we have plunged into an abyss and wondering how and when we will emerge.

These feelings of loss are real. While we do not know when the pain will end, we do know that it
will end. As after the loss of a loved one, we need to move through the five stages of mourning -
denial, anger, bargaining, depression and acceptance — before we can move on with our lives.
As human beings, we share the grief of the many family members and friends who lost someone
on September 11. As investors, we need to put the end of the last bull market behind us as we
prepare for the next.

Part of the challenge for investors is to remember the “comparison” effect; that is, the perception
of our current situation is affected by what was happening a year ago. If a retailer was growing
rapidly in the fourth quarter of 2000, it is said to have tough “comps” this quarter, i.e. showing
strong growth relative to a prior period of strong growth is difficult. The chart below illustrates that
part of current feeling of economic malaise has to do with the relatively tough comps the US
economy faces.
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The top chart shows that the index of Leading Economics Indicators followed an almost unbroken
upward trajectory from the lows of the last recession in 1990 until the end of 1999. The recent
falloff is from very high levels, remains very high by historical standards, and indeed is already
showing signs of turning around. Similarly, an uptick in the level of unemployment and headlines
blaring news of mass layoffs have consumers feeling less secure about job prospects. Yet as the
bottom chart shows, the unemployment rate is coming off extremely low levels, and has yet to
even reach the low achieved during the peak of the last economic cycle. Just a year ago pundits
were fretting about widespread labor shortages. Today’s news is that GDP grew by 0.3% in the
second quarter, after having grown 1.3% in the first quarter. The latest consensus estimate is for
the economy to have shrunk by 0.3% in the third quarter, which would be the first negative
quarter since 1993. The fourth quarter is shaping up even weaker. Why this is such a shock is
that the economy has grown at less than 2 percent in each of the past four quarters after growing
at more than 4 percent in the previous three years. Indeed, we are in a period of very tough
comps for the economy.

The other side of the coin is that a year from now the economy and corporations will be facing
very “easy” comps. As we all know, the stock market looks ahead and will anticipate the
perception of that brighter future before it happens. Furthermore, when you factor in the
increasingly favorable monetary environment we highlighted in our First Quarter Update
(available in our News Room at www.diamondportfolio.net), you can rationally make the case that
stock prices are likely to advance strongly in the coming months.

Panic creates opportunity for the astute investor. One industry that has clearly been hit recently
by indiscriminate selling is the airline industry. Yet one airline will remain profitable this year while
the rest of its peers manage to lose collectively an estimated $7 billion. Current events may
actually bolster its competitive position. We are referring to Southwest Airlines, a holding in the
Diamond Portfolio.

Southwest Airlines began flying in 1971, first turned a profit in 1973, and has been profitable
every single year since. It is one of the most unionized airlines (roughly 85% of employees) and
has the best relations with its unions. The company has repeatedly won the Triple Crown for on-
time performance, baggage handling and lowest customer complaints. And investors have
cheered; last year the stock more than doubled (making it the second best performer in the
Diamond Portfolio). The idea for Southwest was drawn on a cocktail napkin: fly inexpensively
between Houston, Dallas and San Antonio. The corporate Vision has always been simple: give
people on limited budgets the freedom to fly. As the company has grown it has never lost its
focus on its core strategy: low fares, high frequency flights, and solid customer service. Other
low-fare airlines built hubs, assigned seats and bought bigger planes. They forgot who they
were. Southwest has no interest in trying to do better what other airlines do; they want to be
different. Yet there is a difference between controlling costs and being cheap. Southwest
believes in investing in relationships, with front-line employees, with supervisors and with unions,
for they will impact directly the customer experience. Southwest takes its “People first”
philosophy seriously, believing that “culture is purposeful not accidental’. The company has
planned and executed well in many different environments for a long period of time. It has
displayed creativity in its very successful fuel hedging program and a strong sense of survival
going back to its infancy when Herb Kelleher had to litigate the company into existence. At the
deepest level, Southwest seems to both know who it is and to honor diversity within its own
ranks. The organization demonstrates greatness in both competency and character.

Southwest’'s customers are likely to realize fairly quickly that its all-domestic, short haul route
system makes it an unlikely target for terrorists, while the economic slowdown and attendant drop
in oil prices will ease the company’s jet fuel costs. The slowdown may even benefit the company
by encouraging businesspeople to reduce costs by shifting more of their travel from the struggling
full-fare airlines to the perennial low cost leader, Southwest Airlines.
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