Capturing Growth

growing company of yesterday is not necessarily a growing com-

pany of tomorrow. Mark Baribeau, co-portfolio manager of the

Loomis Sayles Growth Fund, is fully aware of how dynamic
business and the stock market is, so his fund aims to capture the
growth phase before it gets fully priced into the stock. Looking for
rapid, fundamentals-based growth with a structured approach, he
can find it in virtually any type of business.

Q: Would you describe the investment
philosophy of your fund?

A: We (Baribeau along with co-
portfolio managers Richard Skaggs and
Pamela Czekanski) firmly believe in
owning stocks of businesses that are
growing rapidly, have defensible com-
petitive advantages, and are exploiting
good market opportunities. Stocks per-
form best when the companies are going
through a strong growth phase with
barriers against competition, so that
profit margins are expanding and return
on invested capital is accelerating.

We're very active investors. We don’t
mind taking big bets against the bench-
mark or the market itself. We let the
process tell us where we should focus as
investors rather than picking stocks
from the index components. We're
looking for profit growth no matter
where we find it.

In the last three years growth stocks
haven’t done that well on average, but
active managers have done very well as
there’s been a whole new group of com-
panies coming along with strong funda-
mental leadership. These new leaders
are not the ones from the 1990s, which
happen to dominate most of the index-
es. So it's been a very interesting time

for the good stock pickers.

QZ How do you implement that philos-
ophy into an investment process and

strategy?

A The process involves three steps.
First, we run quantitative screens look-
ing for a minimum of 11% per year EPS
growth for the next three to five years.

Second, we'll look for positive earn-
ings revisions after a company has re-
ported fundamental news. If analysts
consensus has been far too conservative
regarding the earnings power of a com-
pany, you'll see that reflected in an up-
ward revision for this year and the next
year. That’s an indicator that a security
may be systematically undervalued be-
cause analysts have been too conserva-
tive in their profitability estimates. We
track that every month as an indicator
to take a look at the stock.

Another key element is looking for
strong or accelerating revenue growth.
We don’t want to be weighed down by
companies with sluggish sales growth that
are driving their earnings up through
cost cutting or financial restructuring. If
strong unit demand is backing the sales
growth, then the earnings estimates are
more likely to be sustained over time.

Once we've gone through that
process, we'll take a look at the valua-
tion to decide if it isn't too late to buy
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Fund Facts
Symbol LGRRX
Website www.loomissayles.com
Address Loomis Sayles & Company, L.P.

One Financial Center,

Boston, MA 02111
Tel. No. 800-225-5478
Inception 1/2/1997
Portfolio
Total Net Assets * $269.5**
Avg Mkt Cap ($ Weighted) * $ 61,500
Average Price/Earnings Ratio 26.39
Average Price/Book Ratio 6.29
Turnover Ratio 171 %
Investment Information
New Investment Open
Min Initial Investment $2,500
Min Subsequent Investment $ 100
Min Initial IRA Investment $1,000
Risk
Ann Std Deviation 13.01
Sharpe Ratio 1.07

Returns vs. Lipper Large-Cap Growth Index

LGRRX Index
1 Year (Cum.) 14.39 % 12.21 %
3 Year (Ann.) 16.03 % 11.03 %
5 Year (Ann.) -0.50 % -4.36 %

Returns vs. Russell 1000 Growth Index

LGRRX Index
1 Year (Cum.) 14.39 % 9.73 %
3 Year (Ann.) 16.03 % 10.68 %
5 Year (Ann.) -0.50 % -4.14 %
Fees and Expenses
Max Sales Charge - Front 5.75 %
Max Sales Charge - Deferred 0.00 %
Max Redemption Fee 0.00 %
Total Expense Ratio 1.10 %
Portfolio Manager
Mark B. Baribeau Apr-1999
Pamela Czekanski Jan-2000
Richard Skaggs Jan-2000
* millions  ** all share classes

Data through: 11/30/05
Source: Company Documents; Lipper
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the stock. We use discounted cash flow
models to determine the intrinsic value
of a company and what the market is al-
ready embedding in this security. Other
methods of valuation, including P/E ra-
tios, tell you what a company is worth,
but they don’t tell you why it’s worth
that relative to any other competitor.

The third step in the process is risk
management, which helps us determine
the position size we should establish in
a stock.

Q: What are the milestones in terms of
portfolio construction and risk manage-
ment?

A: There are three variables that
help us determine the position size we
should establish in a stock. The first one
is the volatility of the historical stock
price that will influence the level of the
allocation we make. The second is the
correlation of similar risk factors em-
bedded in that security with other
stocks in our portfolio. The higher the
correlation, the lower the position size
we're likely to take.

Third, we match our fundamental
conviction level with the position size.
Even if a stock is not very big in the mar-
ket, it may come in as a large holding in
the portfolio if our conviction level is
very high, the stock has unique non-
correlated risk factors versus the rest of
the portfolio, and a unique business
model with very little competition.

The risk management part of the
process is important as the last filter in
terms of building the portfolio. We al-
ways stay fully invested. Cash will only
go to a maximum of 5%. A single posi-
tion in the portfolio can grow only to
5% of the portfolio's market value and
then we'll start selling it.

We only have 45 to 55 stocks. The
turnover historically is about 175% and
that’s where the active manager disci-
pline comes in. The turnover is not due
to new names; half of it is trimming
from or adding to existing positions.

Q: Since you define growth based on
projected earnings, there is always the
Jactor of guessing and hoping. At the
same time, historical earnings are a fact,
but they aren't necessarily reflecting the
direction in which the company is going.
How do you handle this situation?

A: We definitely look at historical
earnings because they help to establish
the execution profile of the business,
whether it's a growth business or not,
how well the company executes versus
its peers, whether it’s gaining or losing
share. All of these are important in eval-
uating the investment case.
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What we don't do is top-down macro
bets. We don’t get involved in economic
forecasts that could disrupt or change,
because the business dynamics is not
forecastable. Instead, we focus on the
individual business and how the com-
pany is executing in the current envi-
ronment, because this is the best indica-
tor of what could happen in the next
three to 12 months. While all valuation
models are based on long-term forward
cash flows, the reality is that short-term
stock performance is based on very
short-term fundamental results.

Q: Active management also creates
some tax liability for the investors. Is that
something that you manage or the tax
implications are just part of the fund?

A: Yes, it’s something that comes
with the fund. Given the bear market of

five years ago, there’s still a lot of tax loss
carry-forward in the fund. The tax issue
should not be a major ocncern for in-
vestors for a couple of years to come.

Q: So why would you use the discount-
ed cash flow, which requires assumption
of interest rates and a longer-term view

of the earnings stream?

A: Once you understand what is
built into the valuation structure of the
security, let's say 18% growth, then you
look at the company. If you see that it
isn't even capable of achieving 15%
growth in the next three or five years,
then you know that it’s overvalued. Oth-
erwise you need a place to start, which
you can break down by assumption and
test whether there’s upside in the securi-
ty. Every equity price is based on the
long term value of the business, it’s not
based on the short term. Whether it
works as a stock in your portfolio, how-

ever, is a function of the short term.

Q: Do you create your own estimates or
do you rely on Wall Street estimates?

A: When we're tracking earnings re-
visions, we're only interested in the con-
sensus. Once we've looked at the revi-
sions, we drill down and look at the
quality of earnings, the accounting ad-
justments, and the tax rate assumptions
that may be changing. We want to know
if it’s just an accounting-based earnings
revision or a fundamental revenue-
based change. If the quality of earnings
looks good, then we'll take a harder look
at the fundamental drivers, create our
own earnings estimates, and decide
where we think the business is headed.
The revisions are a signal that we should
take a harder look at the business be-
cause it may be undergoing an inflection.

The best example of that case is
Apple Computer, which we bought in
the middle of last year. Apple was a
stock we've never owned before. The

company has a history of great product
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innovation and it has struggled to main-
tain consistency in execution, but it has
been working hard to get going again.
The earnings revision was significant
and was indicating that a big change was
due in the profitability of the business.

It looked inexpensive on a valuation
basis, while at the same time it had a ro-
bust profit outlook. So it became a
compelling buy and there’s no way we'd
have picked up that idea if the first
earnings revision didn't focus our atten-
tion on the change in business dynam-
ics at the company.

Q: Do you worry that the enthusiasm
over a stock like Google could be reflect-
ed in the multiple and you may overpay
Jor its earnings? If earnings disappoint
in a quarter, the stock would suffer for a
while. Would that be an opportunity to
buy more or you would take your profit
and run?

A: In most cases, if a company
misses its numbers, this is an opportu-
nity to take profits. In the case of
Google, which has been a very robust
stock, it means that it’s priced for good
news, not for bad news. And the initial
adjustment in the price will never be the
last adjustment. It will seem painful
that day, but in reality, it’s a great selling
opportunity. You need to let the stock
underperform for some time before it
forms its base on positive news and be-
comes a buy again. The downside is al-
ways far bigger than people estimate on
the first piece of bad news, so such cases
are a selling opportunity for us.

Ideally, you'd have taken profits as
the stock has worked over time; youd
have trimmed your position and locked
in excess return. If you don’t get bad
news as truly unexpected and there’s
been no deterioration in the business
truly unexpected, then it’s a matter of
just controlling the risk. Selling on bad
news is your first opportunity to fix the
performance problem and your per-
formance problem is to last for one

hour instead of for the next 12 to 18
weeks if you're stubborn.

Q: How is your research process organ-
ized? How an investment idea becomes

a holding?

“There’s heen a whole new
group of companies coming
along with strong fundamental
leadership. These new leaders
are not the ones from the
1990s, which happen to
dominate most of the indexes.
It's heen a very interesting time
for the good stock pickers.”

Mark Baribeau
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Mark B. Baribeau, CFA, is vice
president and portfolio manager for
Loomis, Sayles & Company, L.P. As
chief investment officer of Loomis
Sayles Large Cap Growth Group, Mark
and his team oversee $6.9 billion in in-
stitutional and retail portfolios, includ-
ing the Loomis Sayles Growth, USAA
Growth, USAA First Start Growth and
the IXIS Loomis US Large Cap Growth
Funds.

Prior to joining Loomis Sayles in
1989, he was an economist at John
Hancock Financial Services. Mark
earned a BA at the University of Ver-
mont and an MA at the University of
Maryland. He is a member of the Boston
security analysts society and national
association of business economists.

A: We have 14 equity analysts who
cover the major sectors of the market.
They're actively covering over 600 com-
panies, so that’s where the focus is. As
our process uncovers new names, we'll
bring them to the research group to pick
up coverage, so they're actively covered.

We only look at companies with
market cap of more than $3 billion, so
the list changes every year. If there’s
something that needs more attention
because of the uniqueness of the funda-
mentals, our analysts will pick up cover-
age and we'll add it to the list.

Q: Can you describe your sell discipline

in more detail?

A: The sell discipline comes in two
buckets. The first one is risk manage-
ment, where selling occurs because the
stock is approaching a price target and
we're trying to lock in excess return. The
odds are that we'll trim the position
rather than sell it entirely.

The second bucket occurs because
of the potential for deteriorating return.
We're trying to get in front of negative
earning surprises, so we look at balance
sheet deterioration and quality of earn-
ings deterioration. These would indi-
cate that the company is stretching to
make the numbers and is likely to miss
earnings, so we try to get out before-
hand by selling.

The rest of the fundamental-based
sales occur due to negative develop-
ments, such as a weakening of the com-
petitive position as new products come
to the market, a product-specific issue, a
failure of an expected catalyst to materi-
alize, or a change in the management
that we don't like. For example, if an
important new drug product is pulled
from the market or not approved by the
FDA, that’s an obvious disappointment
that’s going to negatively impact the
earnings profile going forward. We also
have a stop loss - if a stock declines by
25%, we trim or eliminate it. ll
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