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2004 Capital Markets Commentary

OVERVIEW

The major capital markets became markedly less volatile as the end of 2004 approached, and ended the year on a positive note.  The uncertainty of the presidential election was settled, oil prices came off their distress highs, and consumer sentiment became more optimistic.  These positive events caused the broad domestic stock markets to rally in the last quarter despite some ongoing concerns about deficits and the value of the dollar.  The overseas markets also advanced in the last quarter and a significant portion of their returns was based on the declining value of the US dollar.
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As shown above, US stocks (represented by the S&P 500 index) and bonds (represented by the LB Aggregate Bond index) alternated leadership quarterly in 2004.  Bonds led first and third quarter performance and stocks led in the second and fourth quarters.  Meanwhile, after a disappointing performance for the two previous quarters, the international equity markets (represented by the MSCI-EAFE index) experienced a strong upward move during the fourth quarter of 2004 and outperformed domestic equity markets.
Sustained by the continuing low interest rate environment and a strong rate of real economic growth, smaller-cap companies led the way to a year of returns near long-term average for domestic stocks, a better return than most market analysts had predicted for the year.  Many international markets, led by the emerging markets, also moved higher.  There was also a gaping span in returns for growth and value stocks.  Reversing the trend shown in 2003, growth stocks lagged behind their value counterparts in 2004.
DOMESTIC EQUITY MARKETS

US stocks, as represented by the S&P 500, finished the year with a total return of 10.9%, outpacing the long-term historical average of 10.4%, despite a declining US dollar and widening current account and budget deficits.

Market Capitalization and Style

Two leading factors that dominated market behavior during 2004, and much of 2003, were higher energy prices and a weakening US dollar. During 2004, smaller-cap stocks far outpaced large-cap stocks and value stocks continued to outperform growth stocks. Small-cap stocks continued to benefit from a lower than-normal interest rate environment and an above-trend rate of real economic growth. Value stocks also benefited from the valuation advantage resulting from continued weakness in the growth-dominated Technology sector.
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Economic Sectors

In the US equity markets, all economic sectors delivered positive returns during the last quarter of 2004.  The best-performing during the quarter were Technology (13.5%), Consumer Discretionary (13.5%), Utilities (12.8%), and Industrials (10.9%). The worst-performing sectors during the quarter were Energy (4.7%), Health Care (5.2%), Financials (7.9%), and Consumer Staples (7.9%).  
As shown in the following graph, Energy was the best-performing sector for 2004 despite it had the weakest performance in the fourth quarter. Other sectors that were favored during the year were Utilities, Telecommunications and Industrials. 
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The Health Care sector remained in its slump for most of 2004, due mainly to deep losses in major pharmaceutical stocks such as Merck and Pfizer (which suffered from the Vioxx and Celebrex scandals). Other poor-performing sectors during the year were Information Technology, Consumer Staples and Financials.

Quality Ratings

Quality performance for 2004 can only be characterized as atypical for several reasons.  First, lower quality, once again outperformed higher quality, despite decelerating profits cycle.  Stocks ranked B or worse
 were up 17.1%, whereas stocks ranked B+ or better were up 15.9%.  Even more unusual was the performance of B- stocks, the best performing category (24.0%), as shown in the following graph.  Neither of these situations has ever happened.  Typically, when low quality stocks outperform, C&Ds are the best performers.  In 2004, C&Ds were the worst performers of any group (6.6%), thus adhering to the historical precedent of underperforming when the profits cycle decelerates.
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Low quality led within the large and small cap categories in 2004, and high quality led within the mid cap segment.  High quality led sector performance in only two of the ten economic sectors in 2004 (Technology and Telecommunications).  Thus, 2004 like 2003, was not a good year for quality stocks.  This can also be confirmed in the international markets by the strong out-performance of emerging-market stocks during the year. The MSCI Emerging Markets index returned 25.9% in 2004.
INTERNATIONAL MARKETS

International equities moved higher in 2004, with the largest gains posted in the emerging markets area. Returns to US investors in both the developed and emerging markets overseas were double those posted in the US. A significant contribution to the double-digit returns came in the form of currency return. The US dollar fell nearly 8% relative to the Euro, and over 4.5% relative to the Japanese Yen during the year. The decline of the dollar resulted from the current account and budget deficits, which moved to all-time highs, especially in the later half of the year. 

As shown in the following graph, during 2004, the secondary markets of Europe (Austria, Norway, Greece, and Belgium) were the top performers and Finland, the Netherlands, Switzerland, and Japan were the laggards. 
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In the emerging markets, the top-performing stock markets were Colombia, Egypt, Hungary, and the Czech Republic. The worst performers were Thailand, Peru, China, and Russia. High levels of volatility persisted in the emerging markets, with the performance spread between the best- and worst-performing markets for the year coming in at nearly 135%. 
In terms of quality/credit ratings in the overseas markets, below-investment grade companies were the best-performing group, while AAA-rated and AA-rated companies noticeably underperformed the market during the year 2004.  Investors who owned the riskiest assets benefited the most as low quality, small cap and emerging markets all outperformed in 2004.
From an economic sector standpoint, Utilities, Energy, Financials, and Industrials were the best-performing groups during 2004 while Technology, Health Care, Consumer Discretionary, and Consumer Staples underperformed the overall market, as shown in the following graph.  
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FIXED INCOME MARKETS

US bonds managed to generate better-than-expected returns during 2004, as yields fell during the first half of the year due to the expectation that rising energy prices would constrain real economic growth. Energy prices reversed a portion of their earlier gains during the second half of the year when expectations shifted toward higher interest rates, as evidenced by rising bond yields. Lower-quality bonds outperformed higher quality bonds as spreads narrowed throughout the year.  
The trend toward lower quality securities which began in 2003, continued throughout 2004, bringing spread levels
 to their narrowest since1998.  For a second year in a row, investors clamored for yields in lower-rated bonds.  Junk and BBB-rated bonds outperformed their higher quality counterparts despite headline risks such as Mr. Spitzer’s ongoing industry investigations and the SEC’s pension accounting inquiries.  Nevertheless, the coupon component of any fixed income performance helped produce positive returns for the year.
The Federal Reserve raised its Fed Funds rate twice during the last quarter of 2004, bringing this year’s level from 1.0% to 2.25%.  During the year, the Fed Funds rate experienced a total of five hikes.  Treasury yields rose 125 basis points for the 2-year Note
 and declined slightly on the 10-year Note
 to close at 4.2% (on par with where it started the year).  Thus, the spread between the two- and ten-year tightened from 250 to 100 basis points during 2004, as shown in the following graph. 
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Many investors expected bonds to sell off a bit due to budget deficits, economic growth and signs of inflation.  Although, they did sell off in the second quarter, they rallied for most of the second half of 2004  The primary reasons that provided a healthy demand for US bonds came from the economic dampening engendered by higher oil prices and sustained buying by foreign Central Banks.  But more importantly, the ultimate reason has been the fact that inflation and inflation expectations have remained well contained.  

During 2004, oil prices rose from $28 to $43 a barrel, peaking at $54 a barrel in October. However, oil is a self-correcting market, where rising prices serve to dampen global economic growth and naturally temper demand, which has begun to occur.  In the meantime, foreign Central Banks (particularly Asian banks) have been trying to keep their currencies from appreciating and have, in turn, been buying dollars (and US assets) to keep that from happening.  The buying of US assets by foreign Central Banks along with the weak US dollar and the US twin deficits (budget and trade) gained much attention in 2004.  
The following table details the change in currencies for the year 2004.
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AUD

Australia 

Dollars  0.7530 4% AUD

Australia 

Dollars  0.7798

ATS

Austria 

Schillings **  0.0916 7% ATS

Austria 

Schillings **  0.0984

BEF

Belgium 

Francs **  0.0312 7% BEF

Belgium 

Francs **  0.0335

GBP

United 

Kingdom 

Pounds  1.7858 7% GBP

United 

Kingdom 

Pounds  1.9159

DKK

Denmark 

Kroner  0.1692 8% DKK

Denmark 

Kroner  0.1820

EUR Euro  1.2601 7% EUR Euro  1.3534

FIM

Finland 

Markkaa **  0.2119 7% FIM

Finland 

Markkaa **  0.2276

FRF

France 

Francs **  0.1921 7% FRF

France 

Francs **  0.2063

DEM

Germany 

Deutsche 
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Germany 
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Marks **  0.6920
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Greece 

Drachmae **  0.0037 7% GRD

Greece 
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Hong Kong 
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Ireland 
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Ireland 

Pounds **  1.7185
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JPY Japan Yen  0.0093 4% JPY Japan Yen  0.0097

NZD

New Zealand 

Dollars  0.6558 10% NZD

New Zealand 
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Norway 
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Norway 

Kroner  0.1644
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Netherlands 

Guilders **  0.5718 7% NLG

Netherlands 

Guilders **  0.6141
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Portugal 

Escudos **  0.0063 7% PTE

Portugal 

Escudos **  0.0068

SGD

Singapore 

Dollars  0.5888 4% SGD

Singapore 

Dollars  0.6127

ESP

Spain 

Pesetas **  0.0076 7% ESP

Spain 

Pesetas **  0.0081

SEK

Sweden 

Kronor  0.1390 8% SEK

Sweden 

Kronor  0.1499

CHF

Switzerland 

Francs  0.8081 8% CHF

Switzerland 

Francs  0.8757

** Note: Currencies marked with a double asterisk (**) are Euro-zone currencies 
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Capital Markets Outlook for 2005
Investors, consumers and businesses had a fair share of concerns in 2004: high fuel prices, less-than-stellar job growth and volatile swings in the stock market.  But the year ended well: oil prices dropped, hiring has picked up and the world’s equity markets gained 15%
. If inflation remains moderate
, we believe 2005 can be another positive year for financial markets.  
During 2004, the US/Euro exchange rate moved from a low of 1.25 to a peak of 1.37. The current account deficit grew to $165 billion, or nearly 6% of GDP, and the national savings rate dropped to 0.7%. Interest rates have been rising and consensus expects yields to move at least 1% to 1.5% higher during 2005. Higher interest rates mean foreign debt will be more expensive and account shortfalls will need to be financed from savings.

Increased foreign demand for American goods places pressure on domestic inflation, resulting in higher interest rates and higher rates of saving. The current trade deficit places downward pressure on the dollar. On a positive note, this may not necessarily mean that the dollar will weaken. The US dollar continues to be the international currency of choice, and most foreign central banks keep US dollars in their reserves. The US current account deficit could provide the rest of the world with enough US dollars to finance both global trade and central bank reserves. 

Though the US has evolved from a production-oriented economy to a service-oriented economy, the current account deficit has not improved. Supply and demand forces impact the direction of the dollar. Some of these forces include the overall health of world trade, rates of return on capital in the US relative to the rest of the world, and the world’s ability and willingness to borrow US dollars.

Rising interest rates are expected during 2005 and the market has already discounted a number of Fed interest rate hikes in the next year. Higher interest rates translate into lower bond returns as well as higher borrowing costs to consumers and businesses. In the stock market, smaller companies could be most negatively impacted, as many rely on traditional bank lending sources for capital formation.

Valuations are still rich in both the long-only equity and bond markets. The prospects of higher interest rates and slowing corporate earnings growth suggest that returns for both of these asset classes will be below their norms in 2005. Valuations and earnings potential still appear to be most positive in the Consumer Staples, Utilities and Health Care sectors.

The national budget deficit has some economists worried as interest rates creep higher. The cost of the war on terror, rising costs to fund the social security benefit system and runaway spending in Washington have far exceeded tax revenues. Improving economic growth, increased savings, and a reduction in government spending are needed to reduce the future burden of a large budget deficit.

One area of concern that has not received a lot of press coverage is the failing state of the Pension Benefit Guaranty Corporation (PBGC). This agency’s balance sheet has been severely impacted by failing companies and their under-funded defined benefit plans, especially in the airline industry. While the PBGC has been raising its insurance premiums to employers, it has not been enough to cover the growing dollar amount owed to pension fund participants. The large balance shortfalls at the PBGC suggest that the liability can only be funded by taxpayer money with a bailout similar to that of the savings and loan bailout in years past.

In the overseas markets, valuations are mixed and interest rates are moving higher. The fundamentals suggest that valuations are improving in Europe, remain strong in Asia (ex-Japan), and are deteriorating in Japan. Domestic demand and labor relations in Europe have improved, resulting in higher rates of earnings growth. Demand for raw commodities and services in the Far East remains strong and is expected to continue well into 2006. Higher energy prices, declining exports, and weak domestic demand in Japan have stalled the most recent cyclical growth rally in that market.

The growing deficit, pressure to fund the benefit shortfalls at the PBGC, and declining foreign capital flows suggest that permanent tax cuts are highly unlikely and, if anything, pressure for higher taxes may mount.  Therefore, the macroeconomic environment in 2005 will play a large role in dictating financial asset performance.  
In summary, we believe the outlook for 2005 is good but not great, a “reversion to norm”:  We expect a low inflation, low interest and low return environment.
· Inflation remains under control at less than 3%, range between 2.25% to 2.75%.

· Fed Funds rate will increase to neutral levels, at around 4% by year-end.

· 10-year Treasury yield between 4% - 5%, similar to fixed income return expectations.

· Fixed income returns mainly coming from interest income.

· Stocks will likely outpace bonds again but by a narrower margin than 2004.

· US stock market should be able to deliver an 8% - 9%; real returns
 for US equity ending at around their long-term trend.
· Small cap stocks outperform large caps and value outperforms growth.

· High quality, dividend paying stocks will prevail and outperform.

· The US dollar remains weak against the Euro and Yen; thus, International equity markets will outperform domestic equity markets.

As always, we are cautiously optimistic. We continue to recommend prudent diversification across asset classes and styles, incorporating risk management, yield enhancement and other alternative strategies when appropriate and employing skill-weighted allocation between passive and active management.
Investment Management Consultants
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� According to S&P Common Stock Rankings


� yield differentials versus Treasuries


� The 2-year Note is most sensitive to changes in the Fed Funds rate.


� The 10-year Note is more impacted by inflation expectations.


� MSCI-World index return


� bond yields in their current ranges and stocks rising in line with long-term earnings growth


� adjusted for the effects of inflation or deflation
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		Information Technology		6.31		13.11		6.9

		Health Care		8.01		8.3		14.3

		Consumer Discretionary		12.33		13.24		18.32

		Consumer Staples		8.05		16.76		18.42

		Telecomm Service		7.66		21.04		19.16

		Materials		7.25		14.25		21.49

		Industrials		9.47		14.58		22.45

		Financials		27.62		19.62		24.19
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		12/31/2003 Currency Unit				USD per Unit		Units per USD		% Change		12/31/2004 Currency Unit				USD per Unit		Units per USD

		DZD		Algeria Dinars		0.0142349		70.25				DZD		Algeria Dinars		0.0138801		72.0455

		USD		United States Dollars		1		1				USD		United States Dollars		1		1

		ARS		Argentina Pesos		0.340483		2.937				ARS		Argentina Pesos		0.336101		2.9753

		AUD		Australia Dollars		0.7530		1.3281		4%		AUD		Australia Dollars		0.7798		1.2824

		ATS		Austria Schillings **		0.0916		10.9201		7%		ATS		Austria Schillings **		0.0984		10.1673

		BSD		Bahamas Dollars		1.0000		1.0000		0%		BSD		Bahamas Dollars		1.0000		1.0000

		BBD		Barbados Dollars		0.5025		1.9900		-2%		BBD		Barbados Dollars		0.4907		2.0380

		BEF		Belgium Francs **		0.0312		32.0134		7%		BEF		Belgium Francs **		0.0335		29.8066

		BMD		Bermuda Dollars		1.0000		1.0000		0%		BMD		Bermuda Dollars		1.0000		1.0000

		BRL		Brazil Reais		0.3471		2.8810		5%		BRL		Brazil Reais		0.3653		2.7373

		GBP		United Kingdom Pounds		1.7858		0.5600		7%		GBP		United Kingdom Pounds		1.9159		0.5220

		BGN		Bulgaria Leva		0.6372		1.5694		9%		BGN		Bulgaria Leva		0.6966		1.4356

		CAD		Canada Dollars		0.7734		1.2930		7%		CAD		Canada Dollars		0.8307		1.2039

		CLP		Chile Pesos		0.0017		592.4000		6%		CLP		Chile Pesos		0.0018		558.8400

		CNY		China Yuan Renminbi		0.1208		8.2766		0%		CNY		China Yuan Renminbi		0.1208		8.2764

		CYP		Cyprus Pounds		2.0704		0.4830		14%		CYP		Cyprus Pounds		2.3541		0.4248

		CZK		Czech Republic Koruny		0.0390		25.6553		14%		CZK		Czech Republic Koruny		0.0445		22.4489

		DKK		Denmark Kroner		0.1692		5.9092		8%		DKK		Denmark Kroner		0.1820		5.4960

		XCD		East Caribbean Dollars		0.374532		2.67		-1%		XCD		East Caribbean Dollars		0.372439		2.685

		EGP		Egypt Pounds		0.162206		6.165		0%		EGP		Egypt Pounds		0.163		6.13496

		EUR		Euro		1.2601		0.7936		7%		EUR		Euro		1.3534		0.7389

		FJD		Fiji Dollars		0.573789		1.7428		6%		FJD		Fiji Dollars		0.609		1.64204

		FIM		Finland Markkaa **		0.2119		4.7185		7%		FIM		Finland Markkaa **		0.2276		4.3932

		FRF		France Francs **		0.1921		5.2056		7%		FRF		France Francs **		0.2063		4.8468

		DEM		Germany Deutsche Marks **		0.6443		1.5521		7%		DEM		Germany Deutsche Marks **		0.6920		1.4451

		XAU		Gold Ounces		414.7920		0.0024		6%		XAU		Gold Ounces		437.9530		0.0023

		GRD		Greece Drachmae **		0.0037		270.4170		7%		GRD		Greece Drachmae **		0.0040		251.7760

		HKD		Hong Kong Dollars		0.1288		7.7644		-0%		HKD		Hong Kong Dollars		0.1287		7.7727

		HUF		Hungary Forint		0.0048		207.6700		14%		HUF		Hungary Forint		0.0055		181.7060

		ISK		Iceland Kronur		0.0141		70.9416		15%		ISK		Iceland Kronur		0.0162		61.5793

		INR		India Rupees		0.0219		45.5701		5%		INR		India Rupees		0.0230		43.4500

		IDR		Indonesia Rupiahs		0.0001		8400.0000		-10%		IDR		Indonesia Rupiahs		0.0001		9385.4500

		IEP		Ireland Pounds **		1.6000		0.6250		7%		IEP		Ireland Pounds **		1.7185		0.5819

		ILS		Israel New Shekels		0.2276		4.3940		2%		ILS		Israel New Shekels		0.2314		4.3208

		ITL		Italy Lire **		0.0007		1536.6100		7%		ITL		Italy Lire **		0.0007		1430.6900

		JMD		Jamaica Dollars		0.0167		59.9500		-2%		JMD		Jamaica Dollars		0.0163		61.4434

		JPY		Japan Yen		0.0093		107.1160		4%		JPY		Japan Yen		0.0097		102.7400

		JOD		Jordan Dinars		1.4089		0.7098		-1%		JOD		Jordan Dinars		1.3897		0.7196

		LBP		Lebanon Pounds		0.0007		1514.0000		0%		LBP		Lebanon Pounds		0.0007		1511.7000

		LUF		Luxembourg Francs **		0.0312		32.0134		7%		LUF		Luxembourg Francs **		0.0335		29.8066

		MYR		Malaysia Ringgits		0.2632		3.7995		-1%		MYR		Malaysia Ringgits		0.2618		3.8197

		MXN		Mexico Pesos		0.0890		11.2381		1%		MXN		Mexico Pesos		0.0896		11.1593

		NZD		New Zealand Dollars		0.6558		1.5248		10%		NZD		New Zealand Dollars		0.7197		1.3894

		NOK		Norway Kroner		0.1501		6.6636		10%		NOK		Norway Kroner		0.1644		6.0838

		NLG		Netherlands Guilders **		0.5718		1.7489		7%		NLG		Netherlands Guilders **		0.6141		1.6283

		PKR		Pakistan Rupees		0.0175		57.1000		-4%		PKR		Pakistan Rupees		0.0168		59.3805

		PHP		Philippines Pesos		0.0180		55.5200		-1%		PHP		Philippines Pesos		0.0178		56.1743

		XPT		Platinum Ounces		810.0000		0.0012		6%		XPT		Platinum Ounces		861.5000		0.0012

		PLN		Poland Zlotych		0.2677		3.7356		24%		PLN		Poland Zlotych		0.3319		3.0130

		PTE		Portugal Escudos **		0.0063		159.1010		7%		PTE		Portugal Escudos **		0.0068		148.1340

		ROL		Romania Lei		0.0000		32658.0000		13%		ROL		Romania Lei		0.0000		28911.0000

		RUB		Russia Rubles		0.0357		28.0300		0%		RUB		Russia Rubles		0.0357		28.0285

		SAR		Saudi Arabia Riyals		0.2667		3.7502		0%		SAR		Saudi Arabia Riyals		0.2667		3.7501

		XAG		Silver Ounces		5.9215		0.1689		15%		XAG		Silver Ounces		6.8150		0.1467

		SGD		Singapore Dollars		0.5888		1.6983		4%		SGD		Singapore Dollars		0.6127		1.6322

		SKK		Slovakia Koruny		0.0306		32.6520		14%		SKK		Slovakia Koruny		0.0350		28.6012

		ZAR		South Africa Rand		0.1497		6.6802		18%		ZAR		South Africa Rand		0.1769		5.6516

		KRW		South Korea Won		0.0008		1191.4000		14%		KRW		South Korea Won		0.0010		1041.4900

		ESP		Spain Pesetas **		0.0076		132.0430		7%		ESP		Spain Pesetas **		0.0081		122.9410

		XDR		IMF Special Drawing Rights		1.4806		0.6754		5%		XDR		IMF Special Drawing Rights		1.5478		0.6461

		SDD		Sudan Dinars		0.0039		258.5000		1%		SDD		Sudan Dinars		0.0039		255.6500

		SEK		Sweden Kronor		0.1390		7.1924		8%		SEK		Sweden Kronor		0.1499		6.6710

		CHF		Switzerland Francs		0.8081		1.2374		8%		CHF		Switzerland Francs		0.8757		1.1420

		TWD		Taiwan New Dollars		0.0294551		33.95				TWD		Taiwan New Dollars		0.0314911		31.755

		THB		Thailand Baht		0.0252525		39.6				THB		Thailand Baht		0.0257017		38.908

		TTD		Trinidad and Tobago Dollars		0.162602		6.15				TTD		Trinidad and Tobago Dollars		0.160642		6.22501

		TRL		Turkey Liras **		0.0000007119		1,404,600.00				TRL		Turkey Liras **		0.0000007466		1,339,320.00

		VEB		Venezuela Bolivares		0.000625195		1,599.50				VEB		Venezuela Bolivares		0.000521681		1,916.88

		ZMK		Zambia Kwacha		0.00021322		4,690.00				ZMK		Zambia Kwacha		0.000212549		4,704.80

		** Note: Currencies marked with a double asterisk (**) are Euro-zone currencies that may not have been legal tender on the date.
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				Performance (%)

		S&P Index		Quarter		YTD		1 Year		3 Years		5 Years		7 Years

		Large Cap – SP500		9.2				10.9		3.6		-2.3		-1.5

		SP500 Barra Growth		8.5				6.1		0.6		-7.1		-4.9

		SP500 Barra Value		9.9				15.7		6.5		2.5		0.3

		Mid Cap - SP400		12.2				16.5		10.5		9.5		0.9

		SP400 Barra Growth		12.1				14.0		6.5		3.9		-4.1

		SP400 Barra Value		12.3				18.9		14.4		15.5		2.4

		Small Cap – SP600		13.0				22.7		13.3		11.6		-3.2

		SP600 Barra Growth		14.0				22.0		12.4		7.1		-9.5

		SP600 Barra Value		12.1				23.3		13.9		15.1		2.1






