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Investment Philosophy Performance vs. Benchmark

WestEnd Composite S&P Russell
Gross Net 500 1000
The cornerstone of WestEnd Advisors’ investment September 3.04% 3.94% 3.74% 3.80%
philosophy is that Sector and Industry pelffb?’mance is Qtr-to-Date 6.05% 591% 2.03% 1.98%
highly correlated with particular stages of the busi- Vear-to-Date 17.18% 16.70% 9.13% 9.30%
ness cycle. | Year 2 11%  2145%  1644%  16.90%
. . ) 3 Year 17.50% 16.87% 13.14% 13.77%
WestEnd Advisors overweights Sectors we believe 5 Year 23.23% 22.60% 15.45% 15.98%
are experiencing economic tailwinds while avoiding 7 Year 12.25% 11.68% 2.60% 2.75%
Sectors we perceive to be untimely. Within favored 10 Year 1 4' 49% 13'91% 6'57% 6'86%
Sectors, we target high-quality, market-leading com- Tt it 17‘8 4% 17'23% 9'8 4% 16 01%

panies. .
Returns greater than one year are annualized.

Source: standardandpoors.com, russell.com

The result is a core investment style capable of shift-
ing portfolio Sector and style emphasis to remain Model Sector We lg htin gs
properly oriented and timely over a full economic

and market cycle. WestEnd  S&P 500

Consumer Discretionary 35.0% 10.6%
Consumer Staples 0.0% 9.3%
Energy 0.0% 10.0%
Product Inception: January 1, 1996 Financials 0.0% 22.3%
Healthcare 0.0% 12.0%
Industrials 20.0% 10.8%
1 0, 0,
Benchmark: S&P 500 R v S e
Telecommunications Services 10.0% 3.5%
Utilities 0.0% 3.4%
Cash 0.0% 0.0%
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BB info@westendadvisors.com 1-Year Projected Earnings Growth 17.1% 12.8%
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Dividend Yield 1.0% 1.8%

WestEnd Advisors has prepared and presented this report in compliance with the Global Investment Performance Standards (GIPS®).

See following page for important Footnotes and Disclosures.
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ECONOMIC AND MARKET REVIEW

This month our commentary will be another inter-
view with Robert L. Pharr, WestEnd Advisors’
Chief Investment Officer. Rob answers some of the
questions that we seem to get over and over from
investors these days, and also offers his outlook on
the economy and the markets in the near term and
long term as well.

What did you make of the markets in the third
quarter?

Markets in the third quarter were tossed around by
concerns about the subprime mortgage market and
other esoteric credit markets that froze or seized up.
There were obviously bad things going on in certain
specialized credit markets, and the concern was that
these events would spread to other markets and even
to the rest of the economy. Our view was that these
difficulties were largely isolated to those specialized
credit markets and would not extend to the rest of
the economy. Thus far we’ve found little evidence
that they have.

That said, there’s been an obvious psychological
impact that has toned down consumer spending,
corporate investment, new hirings, etc. This is a
natural but temporary fallout from these kinds of
market difficulties, and time will be the cure for the
negative psychological impact that this difficult
period has had. We believe we are already on the
backside of that difficult period, and the idea that
those difficulties might be passed over to the broad
economy is on the wane as well.

What is your outlook for the rest of the year?

Our outlook is positive, especially as investors begin
to focus on more traditional kinds of considerations
for equity markets, earnings in particular. We’re
entering earnings season currently, and we believe
that earnings will come through again better than
expected. Current earnings expectations are for very
low-single digit earnings growth in the third quarter.
We believe mid-to-upper single digit earnings
growth is a possibility. In any case, earnings are
likely to be decidedly higher than current expecta-
tions.

spending. But we firmly believe that if consumer in-
comes continue to grow, the spending will come.

Consumer spending patterns are driven by a number of
factors, the primary one being changes in consumer
incomes. But, there are also psychological factors that
contribute to consumer spending patterns. We’re com-
ing off a period of very negative psychology as a result
of problems in the credit markets, but we believe with
the passage of time, the psychological impact on con-
sumers will wane.

So what did you make of the Fed’s rate cuts, and
what do you think the Fed will do next?

We thought the first move the Fed made in August, a 50
basis point cut in the discount rate, which is the rate that

the Federal Reserve lends directly to banks, was very
appropriate. Even more important than the cut in the
discount rate was the change in terms for accepting

collateral from banks by the Fed. The Fed essentially

said: We will take whatever your collateral is, even fixed

income securities in those credit markets which are
seized and frozen. Not only did the Fed agree to take

those kinds of securities as collateral, they agreed to do it
on very favorable terms. That change in credit terms by

the Fed in August was largely responsible for breaking
the logjam in the credit markets.

We believe the cutting of the Fed funds rate in Septem-
ber was actually not needed, although it has certainly

been welcomed by the equity markets. The Fed acted in

a preemptive way to forestall any potential carryover

from the difficulties in the credit markets into the broad

economy. In hindsight the Fed will understand that
move may not have been necessary, and they may have
to take it back quickly. The Fed essentially took a low-

risk approach by doing something that the data may not

have called for, but it was a safer path for them to take.

Now there are potential negative implications of drop-
ping the Fed Funds rate. It’s raised concerns about in-
creases in inflation from interest rates that are too low

and an over-abundance of credit and cash available in the

system. The people with these concerns also share our
view that the economic backdrop is stronger than most
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price increases have certainly slowed. Residential
real estate looks like it is beginning to bottom. And
credit market difficulties are waning. It has obvi-
ously been a difficult environment for the Consumer
Discretionary Sector because of the presumption that
consumer spending would take a hit with those
difficulties and that consumers were largely over-
leveraged and tapped out. We haven’t agreed with
that evaluation. We think instead that with the con-
tinued strong growth in consumer incomes, consum-
ers have an underappreciated capacity for increased
spending. And we believe that stronger spending
from consumers will resume shortly.

What has you worried about the economy and
the equity markets currently?

Our outlook is generally very positive. We think
that we’ll resume higher growth in GDP and con-
tinue to see higher than expected profit growth. I
think that the biggest concern for the economy in the
long run is the potential for protectionism that’s
creeping into the market. Political risk, including
protectionism, as a response to our dependence on
trade with Asia and China in particular is, for me,
the biggest worry in the 2008-2012 time frame, and
one that could be a significant risk to U.S. economic
growth.

...and what has you excited?

The U.S. economy is remarkably resilient. We have
been through some difficult challenges in the last
year or two: higher energy prices, flattening and, in
some cases, declining home values; and of course
the difficulties in subprime and other related credit
markets. Those difficulties would have had very
serious consequences for an economy that was not
as robust, dynamic and diversified as ours.

So I think we have to be excited about the underly-
ing strength of the U.S. economy. The fact that we
have not seen signs of a substantial down shift in
growth for the economy is good news. And given
the negative views about the economic backdrop
that so many investors have had for the past year or

generally believe and more insulated and less effected by
credit market problems. Our view is that higher inflation
is not an immediate concern, but it could be a concern in
the future.

so, I think it’s exciting that we might soon resume

In addition to earnings data, what other eco- the path of stronger growth in the U.S.

nomic data are you watching closely?

We pay close attention to a number of data that are
in turn driven by corporate profit patterns: employ-
ment, demand for workers, and consumer incomes.
So far, we continue to see strength on the consumer
income front. We certainly have some concern that

The Consumer Discretionary Sector has not per-
formed that well this year. Are you still comfortable
with your positions there?

We are. In fact we feel even better about them now

Robert L. Pharr, Chief Investment Officer
Edmund N. Durden, Investment Analyst
William L. Bachrodt, Investment Analyst

because we believe we are potentially at the end of some
of the difficulties that have held back that Sector. Energy

the continued strong growth in consumer income

hasn’t recently translated into strong consumer October 12, 2007
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