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started to rise.We also recognize that the growth segment of
the market has been out of favor in recent years. We have
commented regularly that the value cycle has grown overex-
tended and we believe that value’s out-performance in 2004

can largely be attributed to the continued
abnormally steep yield curve which lifted
financial stocks and a unexpected spike in
oil prices which bolstered earnings for
the integrated oils and dampened earn-
ings for energy dependent companies.We
estimate that roughly 75% of the earnings
growth that occurred during 2004 in the
S&P/Barra Value Index was a direct
result of these two phenomena.
Excluding earnings from energy and
financials, earnings growth for the value
index would have been less than 8%. By
contrast, the growth indexes, which
include retailers, transportation compa-
nies, consumer, healthcare and technolo-

gy companies, have seen steady improvement in operating
earnings each of the past three years. Next year we expect
to see 10-15% growth in operating earnings distributed
broadly across the companies making up the S&P/Barra
growth universe.

Looking out over the intermediate horizon, we are becom-
ing increasingly comfortable with the growth indices and
somewhat less enthusiastic about value stocks and are 
leery of paying high multiples for what may potentially 
be peak earnings.That said, we still believe that 2005 will be
an overall positive year for equities which can include 9%
returns for the S&P 500 putting that index at 1,300—a mul-
tiple of 19 times our $69 estimate for operating earnings.

M A R K E T  O U T L O O K  2 0 0 5
Tactical Asset Allocation Issues

The economy has transitioned from recovery to expansion.
Based on our analysis of various inputs on the economy and
a bit of historical reference, we believe we are in the middle
stage of economic expansion as this cycle begins its fourth
year. Last year was another positive year
for the global economy evidenced by the
fact that every major economy around the
world grew. In 2005, we predict that the
economy will grow by 4 to 51/2%, trade
will accelerate, oil markets will find equi-
librium at lower prices and the Federal
Reserve will raise short-term interest
rates to 31/2%.These trends should pro-
duce 6-8% earnings growth for the broad
market and raise the rate of earnings
growth for “growth” stocks relative to
“value” stocks. This, in turn, should 
lead to a year of out-performance 
by growth stocks.A stable dollar courtesy
of higher short-term rates, modest 
inflation and rising exports should provide enough incentive
for both domestic and foreign investors to revisit the 
laggard large caps. We expect bond prices to move mod-
estly lower in 2005 in response to Fed action, somewhat
higher inflation expectations and continued high current
account and budget deficits.

This picture is one of overall stability for the U.S. economy
and its financial markets compared with prior years. There
are pockets of opportunity, however, within the various sub-
segments of the bond and equity market. Key calls for 2005
include a change in leadership from value to growth predi-
cated on a shift in relative earnings growth rates now that
energy prices have begun to cool and interest rates have

This picture is one of overall stability

for the U.S. economy and its

financial markets compared with

prior years. There are pockets of

opportunity, however, within the 

various sub-segments of 

the bond and equity market.

Year-End Forecasts for ‘05

S&P 500 Target: 1,300
Long Bond Target: 4 3/4 - 5 1/4%

Fed Funds Target: 3 1/2%
Inflation: 2 1/2 - 3%
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The first step in allocation, of course, starts with the
investor. In general, we recognize that issues regarding
financial flexibility, future funding requirements for
planned purchases or multi-generational planning, personal
attitudes regarding risk, and time horizon all weigh on the
basic portfolio strategy applied to portfolio structure over
time. In short, a more conservative investor will generally
prefer less volatile assets that produce greater income 
than the growth investor who has a greater appetite for
risk, can withstand market volatility and has a lesser need
for current income.The performance between income ori-
ented securities and growth oriented securities over long
periods of time can be demonstrated by looking at the

TAC T I C A L  A S S E T  A L L O C AT I O N
A Portfolio Roadmap for ‘05

Portfolio Benchmarks
(Historical Average Annual Returns 1926-2003)
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average annual returns and historical volatilities of three
different mixes of stocks versus long term Treasury 
bonds.The chart below graphically illustrates the tradeoff
between return and risk when we blend stocks and bonds
together in the portfolio.The portfolios range from a pure
Treasury portfolio in the lower left corner to 100% stocks
in the upper right hand corner of the chart. In between 
are various “target” mixes of stocks and bonds ranging 
from 25% stocks/75% bonds for the conservative investor,
50% stocks/50% bonds for the balanced investor, and 
75% stocks/25% bonds for the growth investor.We
believe that the vast majority of portfolios fall close to 
one of these three long run strategies.

Source: Ibbotson/RBCO
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TAC T I C A L  A S S E T  A L L O C AT I O N
2005 Decision Tree

Implementation of a long-run strategy for asset allocation
should not ignore the realities of the current environment
and prevent implementing changes to take advantage of
opportunities or avoid excess risk. Each market cycle
affords investors opportunities to buy certain assets at 
valuations that are compelling relative to other asset alloca-
tion choices and sell those assets that appear overvalued 
or do not reward the investor for taking on the risk of
owning that asset.This ongoing process which seeks to tilt
portfolio weights toward undervalued assets is commonly
referred to as “Tactical Asset Allocation.”

Decision Tree for Tactical Asset Allocation

Our ongoing analysis of the economy, asset valuations,
cycle dynamics within asset classes and through special
considerations (such as the direction of oil prices or the
dollar) provides one such framework for tactical asset 
allocation. In the pages that follow we will examine 
each of the “decision points” along the “decision tree”
and recommend appropriate portfolio actions for the 
three basic types of portfolios (growth, balanced and 
conservative).
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The bond market has been favored by accommodative 
monetary policy, significant growth in the supply of money,
improving credit trends, and excess capital flows into U.S.
Treasuries to finance a record trade deficit. Most of these
supports have already begun to weaken as the Federal
Reserve moves to a more neutral posture by raising rates
and curtailing growth in money supply.

Based on our forecast that the current expansion continues
through 2005, we believe that the valuation call favoring
equities over Treasury bonds is relatively straightforward.
According to Thomson Financial, the S&P 500 is expected 
to earn $73.50 in operating earnings next year—slightly
ahead of our own $69 forecast.With the S&P 500 index

S TO C K S V S . B O N D S
The Basic Question for Every Investor

near 1,200 the forward-looking multiple on that earnings
estimate is approximately 16.We also know that multiples
paid for stocks are, to a large measure, influenced by inter-
est rates.The chart below shows how, over the past 25
years, stock price multiples have moved in tandem with
interest rates (except during the ‘99-03 period where 
both markets experienced unsustainable variances).To 
make the comparison more evident, we’ve taken the liber-
ty of inverting the bond yield to create a bond “multiple”
represented by the dashed line in the chart. It may take
some time for bond investors to think in terms of bond
“multiples”, but mathematically the relationship between
the bond yields and stock multiples remains the same.

Interest Rates and Multiple Paid For Stocks Are Related
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R E L AT I V E  VA L UAT I O N S  FAVO R  S TO C K S

If we then divide one “multiple” by another, we can express
the valuation of the stock market relative to the bond 
market.The graph below uses the same data as the previous
graph, but the two multiples are expressed as a ratio of
stock price multiples to bond “multiples” (inverse of the
bond yield).What is telling about this chart is the value 
it has had for investors who heeded its message. Consider
that on the chart below, this ratio sensibly identified 
periods of opportunity and peril for both the stock and
bond investors (see accompanying table on next page  
“The Index’s Right Calls”).

Because there is strong evidence that valuations actually 
do matter in financial market performance and because 
this simple measure of relative valuation has demonstrated 
useful predictive value in many instances, we feel that it 
is important to pay attention to its message today as it con-
tinues to point toward equities as a more favorable value
relative to bonds.This, coupled with our own observations
of the economy’s performance, lead us to conclude that
equities should remain over-weighted in portfolios going
into 2005. For the growth investor, we recommend 80% 
in equities, for the balanced investor 65% in equities, and 
for the conservative investor 45% in equities.

Stocks Are Relatively More Attractive Than Bonds
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What The Index Suggested Was Most
Attractive Based on Relative Valuations
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What Happened In The Period That Followed

Marked beginning of 20-year bull market in equities.

In the following month, the S&P 500 fell by 20% in the 1987 “crash”.

The Fed’s efforts to raise rates to stabilize the economy during the
Savings and Loan crisis, coupled with higher oil prices and the start of
the Iraq war, created a recession and bonds outperformed.

During 1994 stocks held their value while bonds experienced their worst
year in a generation as the Fed doubled overnight rates.

Between 1995 and 1997 equities enjoyed a strong performance driven
primarily by technology and networking companies.

By late  ’97 bonds had become relatively cheap compared to stocks.
Investors who held bonds going into the fall of ’97 avoided much of the
pain that followed the emerging market crisis of that year.

In classic form, the panic that resulted from the emerging market crisis,
coupled with the collapse of hedge fund Long Term Capital Management
and Russian debt defaults, created a buying opportunity for stocks which
rallied straight through to year 2000.

By 2000, internet frenzy got the better of many investors and drove 
valuations out of sight despite the Fed’s best efforts to raise rates 
and contain “irrational exuberance”. Prudent investors scaled back
positions in favor of greater bond exposure to provide income and 
limit downside risk.

Equities rose strongly in 2003 as recession fears subsided and investors
came to terms with a new war with Iraq.
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Just what is a fair Treasury yield? We think it is the yield
that adequately compensates the bond investor for taking
on potential inflation risk for the life of the bond. One
way to quantify the relative attractiveness of the yield is
to compare it to inflation.Today, the buyer of a 10-year
Treasury is paying a premium to own an instrument 
that is priced to return about 0% after subtracting the
historically average inflation rate of 4%. Using current
inflation rates, the investor is receiving a below average
real return of 2%. At the shortest end of the curve, we
note that a 1.8% T-bill yield is actually producing a 
negative rate of return on investment after inflation.

Going a little further out on the curve to 2-3 years,
Treasury buyers can achieve a 3% yield which serves as 
a reasonable defensive asset against potential loss of value
and is just sufficient to offset the erosion of inflation. As
the Fed seeks to “normalize” rates amid a stronger global
economy, we suspect these yields reflect the best risk-
adjusted value in the Treasury market at this time.

We can also evaluate the attractiveness of yields on the
long-end of the curve by comparing today’s bond yield
relative to our expectation for nominal growth in the
economy. At the present time, the 10-year Treasury is
yielding just over 4% and is lower than our 4-5% growth
rate expected for the U.S. economy in 2005. As a point
of reference, this relationship has historically been one
where Treasury yields were modestly higher than GDP
growth.When Treasury yields are compared to either
inflation rates of economic growth rates, therefore, we
see signs that valuations are still too high and it is likely
that current Treasury yields are not providing adequate
yield to compensate the investor for inflation risk.

T H E  T R E A S U RY  M A R K E T  
Short or Long Duration?

INCOME

INVESTOR

2005
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The corporate bond marketplace has become similarly less
rewarding for income-oriented investors but we recognize
that some premium valuation is probably justified on the
basis of yield scarcity. Nonetheless, corporates should
become more highly synchronized with Treasuries now 
that credit spreads have narrowed appreciably. To put it 
in perspective, one only has to think back two years ago,
when in the wake of the Enron and WorldCom debacles,
yield spreads for everything from high-yield “junk” bonds
to investment grade corporate bonds were exceptionally
wide. At that time, investors were more than well paid 
to take the risk of owning these instruments in portfolios.
Not today. Corporate bond yields have become much
more narrow with spreads for Baa paper (lower rung
investment grade corporate bonds) yielding 200 basis
points over long-term Treasuries for a yield of 6% versus
350 basis points and a 7 3/4% yield in the fall of ‘02.

Today’s yield spread is just about average for periods of
expansion and recession during the past 10-15 years.
A good case scenario where the economy continues to
expand and credit quality remains pristine for most issuers
would be for spreads to narrow to 125 basis points from
200 basis points as they did following recovery in the mid-
1990s.That “good case” scenario is probably the likely case
considering the record level of cash held by corporations,
the improved coverage ratios that have occurred through
debt refinancing and restructuring in recent years and
given our outlook for continued slow-but-steady improve-
ment in the U.S. economy. As a result, we continue to
favor investment grade corporate bonds over long-term
Treasuries for income-oriented investors.

C O R P O R AT E  B O N D S
Slightly Better Yield Than Treasuries for 
Not Much More Risk

H I G H  Y I E L D  C O R P O R AT E  B O N D S
Narrow Spreads Fail to Compensate for Risk

Default Rates for High Yield Debt 
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High yield bonds can fill a gap in the risk spectrum
between equity markets and investment grade bond 
markets. Despite the higher credit risk and lesser liquidity
associated with high yield debt, the case has been made 
that a diversified basket of high yield bonds offers attractive
risk-reward characteristics over time. Merrill Lynch, for
example, recently estimated that high yield bonds pro-
duced a mean average monthly return of 0.84% compared
to a 1.15% return for the S&P 500 and a 0.74% monthly
average return for 10-year Treasuries between the years
1985 and 2003. Interestingly, they also showed that volatili-
ty was lower for high yield bonds than for either the S&P
500 or long-term Treasury bonds during the same period.
In recent months, however, the spread between high yield
bonds and Treasuries have narrowed dramatically as default
rates plummeted (see chart below). A casual survey of
speculative grade corporate bonds listed in the Bloomberg
database turned up a list of bonds whose yields to maturity
ranged from 150 to 250 basis points over Treasuries.These
yields are very low relative to the 400 basis point spreads
typical in late 2002. Despite the fall in default rates, we
remain unconvinced that high yield bonds today offer a
compelling in general, in light of the historically higher
default rates and limited liquidity associated with this 
market.Therefore, we are avoiding high yield as an asset
class at this time.

Source: Moody’s
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Today, the National Association of Real Estate Investment
Trust index (NAREIT Index) is priced at 90 basis points
over the 10-year Treasury.This spread was close to 375
basis points just two years ago. Back then, REITs were an
interesting valuation call and since the economy had yet
turned the corner looked very attractive to us from a risk
to reward perspective. A bullish call on REITs today is
harder, but not impossible, to make. If we assume that the
spread continues to contract toward 50 basis points over
Treasuries, as was the case for a brief time during the mid
1990s, and we assume that dividends grow at 4% over the
near term we can justify a further 10-15% move out of
REITs from today’s levels. However, these potential returns
need to be weighed against the potential for the negative
impact rising interest rates would have on the group.
However, if we use the same math, but assume that rates
rise by 100 basis points across-the-board, REITs would
loose about 5% in principal value which would be roughly
offset by the dividend yield making for a 0% total return.
With 0-15% as a range of projected outcomes, we contin-
ue to see REITs are attractive compared to other fixed
income options, but not nearly as compelling a buy 
as a year or two ago when most of the return potential 
was still “on the come”.

R E A L  E S TAT E  I N V E S T M E N T  T RU S T S
More Modest Returns Expected

Commercial real estate has received a good deal of atten-
tion of late. Most REITs have risen by 20-30% over the
past year to reflect this newfound interest among investors.
The REIT investor is looking for a combination of income
and growth, but most of the total return from REITs
comes in the form of yield. Since the early 1990s, for
example, REITs have provided an average annual total
return of just under 11%.The average yield was close to 
7 1/2% which implies that growth accounted for just 
3 1/2% of the total return. Because the income produced
from the investment accounts for two thirds of the overall
return, it is easy to understand why this “equity invest-
ment” can be attractive to income-oriented investors.

Last year was a great year for REITs.The group was helped
by yield-starved investors rediscovering the group for
income and was further helped when K-mart proposed to
buy Sears as a “real estate play”. It is hard to judge exactly
how much additional speculative “froth” could emerge
around REITs, but we are mostly interested in being well
paid by the income produced by REITs and less interested
in the equity driver as discussed earlier.This brings us back
to our analysis of spreads.

Source: National Association of Real Estate Investment Trusts/Bloomberg
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F O R E I G N V S . D O M E S T I C

Half of the world’s public investment opportunities lie 
outside our borders. However, ninety-five percent of the
world’s population lives outside of North America.The
ratio of market value to output is considerably lower for
many economies outside the United States International
trade is also growing faster than any one major economy
and the high rate of technology absorption bodes well for 
a continuation of rising living standards and consumerism.
In theory, this should make for a compelling case for 
international investment.

Key Statistics

Country Percent  Percent  Percent of Market 
of World of World World Market Value/

Population Output Capitalization Output

North America 5% 30% 50% 1.1X
Europe 12% 33% 27% 0.5X
Asia & Oceana 61% 29% 19% 0.4X
Africa & Mid East 14% 5% <3% 0.4X
Central & South America 9% 5% <3% 0.4X

Source: International Monetary Fund, OECD

EQUITY

INVESTOR

2005

However, a downside to international investing for U.S.
investors has arisen in recent years. Once considered a key
contributor to a portfolio’s diversification, developed for-
eign markets have become highly correlated with U. S.
markets (see chart) thereby reducing the ability to “hedge”
risk in the United States by buying into markets outside 
the U.S. We believe that this “synchronization” of markets
mirrors the greater economic interconnectivity between the
United States economy and our global trading partners.
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F O R E I G N V S . D O M E S T I C

The growing acceptance of the dollar as the primary cur-
rency of trade and the expansion of the “dollar block” of
trading partners such as China and Japan, also leads to a
more synchronized global economy. As we stated earlier,
every economy on the planet is now expanding. In the past,
recoveries were not uniform.They were uneven and pro-
duced more stable growth rates for the global economy
when viewed in aggregate. In short, these phenomenon
which have synchronized global economic activity—
when coupled with smoothly operating financial flows
between countries and regions—reduces the ability for 
the individual investor to diversify away portfolio risk by
going overseas. That said, we do recognize that owning

some amount of non-dollar denominated assets though
foreign markets provides us with access to some attrac-
tively valued economies where large percentages of global
population reside and work.These markets provide a
unique growth opportunity that, in and of itself, justifies
portfolio inclusion.

Because the assets held are in foreign currencies, investors
must be aware that the direction of currency does matter.
Our outlook for greater stability of the dollar during
2005 leads us to conclude that foreign holdings should
represent 6-12% of portfolios at this time.

Developed Markets Have Become Synchronized
The Diversification Case for International Investing is Weakened
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Equity investment by “style” has become a widely accepted
construct for investing in equities over the past thirty
years. Stocks are broadly categorized into one of two
investment “styles”—growth stocks or value stocks.There
is some disagreement as to the specific definition of growth
and value, but growth stocks typically tend to have higher
growth rates, return on equity and price-to-earnings multi-
ples while value stocks tend to grow more slowly, have
lower but more consistent returns on equity, and trade
closer to book value.We believe that 2004 brought valua-
tions in line between growth and value. A year ago, when
we prepared our 2004 Capital Market's Outlook we 
commented that valuations between growth and value had
become less extreme and that the best portfolio mix for
the year would be evenly balanced between growth and
value. During the year, valuations narrowed further (see
graphs) and have increased the relative attractiveness of
growth stocks compared to value.

Because growth and value investing comes in and out of
favor in cycles, it is important to recognize that the current
cycle has favored value investing over growth since June,
2000. At four and one half years, this value cycle is rela-
tively long by historic standards (see table). As we progress
through the cycle, the need to consider the growth side 
of the portfolio increases if we want to avoid taking on
unnecessary risk and improve returns.

G ROW T H V S . VA L U E  I N V E S T I N G

Relative Performance of Growth vs.Value
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Growth Stocks in Favor

Value Stocks in Favor

25 Years of Style Cycles

Cycle Cycle Cycle Length Annualized Annualized
Start End Years Value Return Growth Return

Value June-00 Dec-04 4.5 1.3% -9.6%

Growth Sept-93 June-00 6.8 12.8% 24.0%

Value Nov-92 Sept-93 0.8 20.7% -4.5%

Growth Nov-88 Nov-92 4.0 7.7% 16.6%

Value Aug-87 Nov-88 1.3 -9.9% -17.1%

Growth Oct-85 Aug-87 1.8 32.1% 39.6%

Value June-83 Oct-85 2.3 8.4% 1.5%

Growth May-80 June-83 3.1 12.0% 16.8%

Average (All Periods) 3.1 10.7% 8.4%
Average During Value Cycle 2.2 5.1% -7.4%
Average During Growth Cycle 3.9 16.2% 24.2%

Source: RBCO/Bloomberg

Source: RBCO/Bloomberg
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Presently we recognize that a very large part of the value
index's capitalization and earnings are tied to financials and
energy companies. These companies, which include banks,
mortgage, insurance companies and electric utilities have
enjoyed a bull run over the past several years for three
principal reasons. First, growth stocks had become expen-
sive when compared with value stocks in 2000 relative to
historical relationships (see graph). Second, value stocks
are widely perceived as a higher “quality” and lower risk
investment than growth because valuations are based more
on present day book values and dividends than future
prospects.Third, these companies tend to do well when
interest rates are low and energy prices are rising (that 
was the case in ‘04).

While the bear market brought valuations more closely
together and the two assets have become more closely cor-
related, we are leery of the fact that financial and energy
earnings accounted for more than 75% of the earnings
growth enjoyed by value stocks last year. If we neutralize
those earnings and assume some flattening of the yield
curve, lower average oil prices in 2005 and modestly 
higher long bond yields, it is unlikely that earnings growth
in ‘05 will be all that robust for value. By contrast, as 
the recession fades and growth from retailers, technology
companies, media and the like become more entrenched,
investors may decide to take a second look at the long-
underperforming growth side of the equation.Whether
this happens in ‘05 or ‘06 is yet to be determined, but 
we believe that we are approaching the time to begin to
position portfolios for a period of better performance by
growth companies. Presently, we recommend roughly
equal weighting between growth and value stocks.

G ROW T H V S . VA L U E  I N V E S T I N G

Behavior of Growth and Value During Recession
Rolling 12-Month Correlations, Periods Lagged 12 Months
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In each of the past two recessions,
value and growth performance diverged.
Because value outperformed in both cases,
the case can be made for strategically
overallocating assets to value during
periods of economic distress.

Style Investing - S&P 500 Growth Index
Inflation Adjusted P/E Divided by ROE
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Style Investing - S&P 500 Value Index
Inflation Adjusted P/E Divided by ROE
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Source: Barra/RBCO

Editor’s Note: On December 17, 2004, Exxon Mobil was moved to the Growth Index, but many other energy companies remain in the Value
Index and now represent 6 1/2% of the Index Market Cap.
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S I Z E  I N V E S T I N G

The last question we need to address is what size segment
of the market provides us the best prospective return.
We’ve been through periods where larger capitalization
companies dominated the investment landscape and other
periods dominated by smaller capitalization companies.

Small cap stocks indexes have outperformed large caps 
in recent years and the small cap indices are near historic
highs.The valuation case for small caps is not as easy to
make today.We made the small cap case in our 1997
report, Perspectives, and again in our 1998 report titled

Targeting Small Caps, where we compared price-to-earnings
ratios to growth rates and concluded that small caps
offered better prospective returns.While it was difficult 
to make that call at the time as the bull market for large
caps raged on, it is equally difficult to make the case for
large cap investing today considering their recent lackluster 
performance (see risk/return chart below). Nonetheless,
when we perform the same type of analysis today across
size categories we are discovering that the pendulum has
finally swung and now may be the time to take a hard look
at large caps

Relative Performance of Large vs. Small Stocks

5/
31

/9
0

11
/3

0/
90

5/
31

/9
1

11
/2

9/
91

5/
29

/9
2

11
/3

0/
92

5/
31

/9
3

11
/3

0/
93

5/
31

/9
4

11
/3

0/
94

5/
31

/9
5

11
/3

0/
95

5/
31

/9
6

11
/2

9/
96

5/
30

/9
7

11
/2

8/
97

5/
29

/9
8

11
/3

0/
98

5/
31

/9
9

11
/3

0/
99

5/
31

/0
0

11
/3

0/
00

5/
31

/0
1

11
/3

0/
01

5/
31

/0
2

11
/2

9/
02

5/
30

/0
3

11
/2

8/
03

5/
31

/0
4

11
/3

0/
04

Large Stocks Outperform

Small Stocks Outperform

Source: RBCO/Bloomberg
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S I Z E  I N V E S T I N G

Using the same basic formula for comparing relative valua-
tions between large and small caps, we now see a better
value for larger capitalization companies (see “fair value”
range charts). As valuations rise for small caps relative to
large caps, it becomes more likely that small cap investors
are not being adequately compensated for taking on the
risk of that market, which includes a higher risk of illiquid-
ity.The large cap case is made more compelling today by
the fact that the global economy has begun to perform 
well and trade is rising along with improvement in foreign
economies.Those larger multinational companies that are
properly positioned to sell into these markets have a signifi-
cant comparative advantage over smaller companies in our

view. Given the large amount of direct investment made by
multinationals into foreign markets, we believe that there is
an emerging story to be told about the large caps that will
garner investor support in 2005 and 2006. As an added
benefit, a more stable dollar/Euro relationship (which we
expect to see materialize in 2005) enhances the attractive-
ness of our markets to foreign buyers.These buyers tend 
to place a premium on large cap liquidity and, therefore,
would attract larger capital flows into that market.

In conclusion, we feel that investors are better-suited
focusing investments in the large and mid-cap segments 
of the market at this time.

Risk/Return Chart—One Year
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Small Cap Value

Small Cap Growth
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In recent years, large cap stocks have

fallen out of favor as valuations needed

to correct.We think that enough of a

correction has now occurred to justify

revisiting this segment of the market.

Source: RBCO/Bloomberg
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We regularly update these “fair value ranges” to track the
relative attractiveness of each class of equities by market
capitalization size.These ranges quantify the approximate
valuations that we consider reasonable given expected
earnings, inflation, interest rates and appropriate size pre-
miums. The lower the index (heavy line) is relative to this
range, the more attractive the valuation of that asset class
all else being equal. At present, we see that small capitaliza-
tion stocks are somewhat overvalued, mid-caps are fairly
valued and large capitalization stocks are somewhat 
undervalued. By contrast, these valuations pointed toward
opportunity in small-caps during the late 1990s.Today,
that same opportunity is not apparent.

“ FA I R  VA L U E ” R A N G E S  B Y  S I Z E
Large Caps and Mid Caps Appear Most Attractively Valued

S&P 600 vs. “Fair Value” Range
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S&P 400 vs. “Fair Value” Range
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S&P 500 vs. “Fair Value” Range
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S U M M A RY  A L L O C AT I O N  B Y  I N V E S TO R  T Y P E

Having walked through the “decision tree”, our three basic portfolio allocations headed into 2005 are as follows.
Throughout the coming year, we may update these allocations in response to market changes and economic events.

The Growth Portfolio  
ää

Primarily equities (usually 50-100%). Appropriate for investors
with a long time horizon and higher tolerance for risk.

The Balanced Portfolio  
ää

Mix of equity (usually 25-75%), fixed income investments 
and REITs.

The Conservative Portfolio  
ää

More conservative mix of equities (usually 0-50%), bonds and
REITS. Appropriate for lower risk tolerance, but still desire some
modest growth.

Mid Cap Value 13.5%

Mid Cap Growth 13.5%

Foreign 8% Corporate Bonds 5%

REITs 15%

Large Cap Growth 25%

Mid Cap Value 11%

Mid Cap Growth 7%

Mid Cap Growth 11%

Corporate Bonds 15%

REITs 10%

Large Cap Value 16.5%

Large Cap Value 20%

Large Cap Value 11%

Short Term Treasuries 10%

Short Term Treasuries 15%

Large Cap Growth 21.5%

Mid Cap Value 7%

Corporate Bonds 25%

REITs 15%

Large Cap Growth 16%

Foreign 5%

Foreign 4%
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