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Dear Investors,

The fourth quarter of 2004 wasthe U.S. stock market’ s best quarter of the year. In fact, the market's
entire gain for the year came in the last nine weeks of trading. The S& P 500 Index sprinted ahead
8.7% in the quarter to end up 8.99% for the year. The Dow Jones Industria Average continued its
underperformance of other benchmarks with again of 7.0% for the quarter and 3.15% for the year.
The 10-Y ear Treasury note confounded the conventiona wisdom by ending the year at alower yidd
than that a which it began the year. The consensus expectation (to which | had subscribed,
admittedly) was that the 10- Y ear note would end 2004 at ayied of about 5.0%. In fact, the 10-Year
note closed the year at 4.22%, down from 4.25% at the beginning of 2004,

The U.S. presidentia election appeared to be the catayst to get many investorsto return to the stock
market after adifficult summer. Fundamentdly, however, little has changed since before the dection
to now. The fourth quarter itsalf featured some decent mergers and acquistions activity (whichis
usudly good for stock prices) and a Christmas selling season that was allittle bit wesker than
expected. Now, asinvestors look into 2005, they are beginning to grapple with atrio of factors.

Firgt, while the rate of corporate earnings growth in 2005 will likely be hedthy by historicd standards,
it will dmost certainly be lower than it wasin 2004. Thisisredly just afunction of the fact that
earnings growth in 2004 appeared to be so strong because it was coming off the lower earnings base
st in 2003. Neverthdess, dower earnings growth rates will mean that investors will be less likely to
reward stocks with high price-to-earnings multiples.

Second, the Federal Reserve is poised to continue its program of gradualy increasing short-term
interest rates. Long-term rates did not react much to rising short-term rates during 2004, but inmy
view long rates have nowhere to go but up as the Fed pushes short rates toward 3.0%. Higoricdly,
periods of risng long-term interest rates have tended to be difficult for the stock market.

Third, inflation continues to be aworry for both stock and bond investors. A surge in inflation may be
the single greatest risk to the performance of both the stock and bond markets in 2005, and there is
mounting evidence of inflationary pressure in many parts of the economy. While the Consumer Price



Index, the government’ s primary measure of inflation, has remeained quite low, those of uslivingin

the red world know thet there is plenty of inflation. Real estate costs more, as does gasoline, heating
ail, steel, copper, medica care, dl types of insurance, meset, dairy products and even coffee. It seems
that the government etistics may have some catching up to do. The key for the stock and bond
marketsis for our economy to avoid a spike in inflation that is subgtantidly above the current 3% rate.
Without ajolt from inflation, and with corporate profit growth still healthy and companiesin generdly
solid financia shape, amodestly positive performance from stocks would certainly not be out of the
question for 2005.

Overseas, sock markets performed very well during the year, particularly when measured in terms of
the weakening US dollar. Indiaand Chinaare probably dill the two stock markets with the most
long-term upside potentia—but they are both sure to offer investors a very bumpy ride. Europe
appears to be stuck in neutral because of avery strong Euro (which makes its products and services
expengve to the re of the world), and an inflexible and highly-compensated |abor market. The
Japanese economy has recently shown signs of weskening, and the Nikkei 225 Index ended the year
about 5% off of theleves it reached in April. Thelikely culprit for dowing growth across Asais
probably aweskening of demand from China. The Chinese authorities have been trying for some
time to cool off their economy, and it now gppearsthat their efforts may be working. Nevertheless,
even if Chinadowsitstorrid economic growth to the 5%- 7% range in 2005, thislevel of growth
would il probably be enough to assure continued high demand for raw materids.

After aperiod of excdlent performancein globd stock, commodity and red estate markets and decent
performance in global bond markets, there do not appesar to be any asset classes that are compelling
vaues. Thisremans an excdlent time to have awell-balanced portfolio and modest expectations for
the performance of both bonds and stocks in 2005.

Asusud, | welcome your comments and feedback.
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