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LETTER TO OUR CLIENT

To the Investments Committee of the SMU Board of Trustees:

We, the undergraduate Portfolio Practicum class of 2005, would like to express our deepest gratitude towards you, the Investments Committee, for your continued trust in allowing us to manage the Ann Rife Cox Endowment Fund.  We feel privileged for the opportunity to take part in one of the largest and oldest student-managed portfolios in the United States.  We cannot thank you enough for providing us with valuable hands-on investment experience to be used further in our education and eventually in our careers.

It is our understanding that the goal of any university endowment fund is to maintain its purchasing power in perpetuity while providing a predictable, stable, and constant stream of earnings consistent with the university’s spending needs.  It is our mission to fully understand the goals and needs of SMU and to exceed any expectations put forth.   

Southern Methodist University has four main investment objectives:

1. To earn an average annual total return of 9% per year

2. To outperform over the long term a blended benchmark of 75% the Russell 3000, 15% Lehman Brothers Government Credit Index and 10% CPI  

3. To outperform over the long term the Asset Allocation Benchmark

4. To rank in the top half of the Cambridge Associates universe of college and university endowments over the long term        

            * long term defined as rolling five year periods

According to the investment guidelines for equity and fixed income, the target percentages are 75% and 15% respectively.  As written, equity allocations should be broadly diversified with respect to industry sectors, manager style, capitalization range, trading markets and asset type.  Also, the allocation for fixed income, when it is small, should be of high credit quality and of longer than average duration.  

To meet the expectations previously stated, we must work hard and progress as a team.  It is imperative that we all conduct ourselves with the highest level of professional and ethical standards for we have accepted fiduciary responsibility for the portfolio entrusted to us.  The class will abide by the documents “The Code of Ethics” and “The Standards of Professional Conduct” as published by the Association for Investment Management and Research. 

The class also chose to emphasize, in its decision making, the following ideals:

1. To act with integrity and put the interests of the fund before its own

2. To seek to understand the goals of the fund, make recommendations that are suitable and back them up with sound, independent research

3. To disclose any conflicts of interest       

As we will discuss later in our report, the class shares a conservative outlook for 2005, recommending a 75/25 equity to fixed income asset allocation.  Further more, we predict an overall return of approximately 8% on passive investments conforming to this asset allocation.  We recognize this to be slightly below the funds goal of 9% but given the current status of the economy we feel our target to be reasonable and attainable.  In addition, we anticipate that our stock selection will add incrementally to our overall portfolio performance.  The fund should continue to maintain its purchasing power while delivering the endowment’s planned spending rate of 5%.  Also, current obligations to the university will continue to be honored such as aiding in student scholarships, providing interdepartmental support and helping with operating expenditures.  

Again, we thank you for this wonderful opportunity to participate in the student run portfolio.  It is our hope that all of your expectations are fully met.   

Respectfully,

The Ann Rife Cox Fund Management Team

ECONOMIC OUTLOOK 2005
Concerns and considerations from 2004 lead to a moderately optimistic 2005

Looking towards 2005, it seems reasonable to project a growth along the same trajectory as we’ve seen from recent years. According to Jeffrey M. Lacker, President of the Federal Reserve Bank of Richmond, consumer spending fueled by sustained income growth will be the primary driving force in 2005. Furthermore business investment should face a temporary slowdown in the first quarter after the expiration of tax incentives but should resume expanding at a robust pace. 
 

The main concerns from 2004 were: 

· high fuel prices

· volatile swings in the stock market

· relatively weak job growth

Despite these concerns the year ended well with December bringing in some good news. 
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Given many pervasive influences on the US economy, including record trade balance deficits, increasing short-term interest rates, volatile oil prices, sluggish labor growth, and the Iraqi-war—the market has shown impressive resilience in 2004 which we feel will continue in 2005.
Domestic Growth Outlook 

Business Week surveyed 60 forecasters who expect, on average that the economy will grow 3.5% in 2005. Furthermore, Stuart Hoffman, chief economist of PNC Financial Services Group Inc. predicts a 3.3% real GDP growth in 2005.  This time, many people are listening considering last year he quite accurately predicted 3.8% and held his ground while he witnessed a consensus of 4.1%.  This year Hoffman’s 3.3% growth forecast is once again a little below consensus. The International Monetary Fund predicted a 4.3% growth last year and a 3.5% for 2005. The Wall Street Journal’s panel of approximately 50 economists forecast a 3.6% growth in GDP. Corporate leaders recently polled by the Business Roundtable survey have similar expectations, forecasting 3.5% GDP growth in 2005
. While we are essentially bullish about the growth potential of the economy, we feel that a GDP growth rate of 3.4% more accurately reflects consensus beliefs while factoring in exogenous risks. The Wall Street Journal’s panel of economists held a Q&A session and we feel their conclusions are noteworthy as we support the following consensus information
:

· 59.3% of the panel believes that the most important engine for economic growth in 2005 will be Business Investment whereas 29.6% of the panel believes it will be from Consumer spending.

· The Fed’s latest data on the balance sheet on Household America show that net worth rose by $546 billion in the third quarter, which is on track to meet the highs once posted in the 1990’s.

· 68.5% of the panel estimate the closing level of the Dow Jones Industrial Average by year-end 2005 will be “Between 11,000 and 11,999”

· While this range is quite wide-spread it does suggest a reasonable year for the markets.

Interest Rates & Inflation

World-renowned economist, Dr. Allen Sinai of Decision Economics, feels that one of the most influential economic factors for the stock market will be interest rates. In 2004, the economy shifted into the middle part of the business cycle, which Sinai feels is the most resilient part. He further asserts that this resiliency will perpetuate through 2005. Historically, a stable interest environment is beneficial to stocks however there is some flexibility, leading us to conclude that short-term rates can rise without doing any significant harm to the market, so long as these fluctuations remain incremental and are in line with expectations. The Fed has said it will continue to increase the federal funds rate in measured increments in order to control economic growth while keeping inflation at bay. 
We feel that steady increases in interest rates don’t pose any major threat to the economy, as we believe the economy can sustain a 100 to 125 basis point increase by the Fed. However if interest rates increase beyond expectations, not only will the currently overpriced housing market slow down, but bonds will become even less attractive to investors. We still strongly believe that bonds should be included in the portfolio for diversification purposes, with more of a focus on shorter maturities to reduce capital loss.

Once again, we feel that short term interest rates will rise in 2005 the Fed increased rates for the 5th time on December 14, 2004 to 2.25%. Rates will have to increase in order to fight off rising concerns of inflation (which is around 2.5%). We anticipate an additional ½ to 1% increase in the Fed Funds rate which should provoke mortgage rates to increase in line about ½ to 1 percentage point. In line with this estimate we also feel that the 10-year Treasury note has to be on a similar trajectory.  We expect about a .75% to a 1% gain in yield from the current 4.14% (FYE 2004). This is in line with the Congressional Budget Office’s economic projections for 2005 which forecasts the 10-year Treasury note at 5.4%. According to the The Wall Street Journal’s panel of economists, the general consensus with regards to concerns of rising inflation are as follows:

· 62.5% of the panel believe that the recent signs of rising inflation are due to “The beginning of a modest pickup that won't cause much economic harm”

Oil Prices

In the fall of 2004 oil price increases were extremely significant as the market had not experienced such prices since the first oil crisis of the mid 1970’s. Once again the resilience of the US economy offset these dramatic price fluctuations. Historically, oil price hikes have dampened stock market growth expectations as well as the overall economy, however it currently appears as if market stability is less contingent on oil price increases as it was in the past. This resilience is certainly a bullish sign as well as the fact that oil prices have remained relatively low, in comparison to 2004 prices.  However, the world’s oil producers have diminishing spare capacity and there is an inherent risk of a supply disruption from Russia or Iraq. With U.S. inventories in line with five-year averages and 6% above 2004 price levels, oil prices are likely to incrementally decrease unless there is an exogenous shock to supply
. 

Unemployment

Today’s labor market is significantly different from those in the past and thus job growth looking forward to 2005 will certainly be a pivotal concern for both economists and investors.  The economy added about 112,000 jobs in November, letting down economists who had estimated more than twice as many after some 300,000 jobs were created in October. In order to prevent market volatility there should be anywhere from 100,000 to 150,000 jobs created per month to stay in line with the growing labor force. We anticipate that this will not be a problem since a recent Bureau of Labor report stated that worker productivity in the quarter ended Sept. 30 grew at the slowest rate in two years, at an annual rate of 1.8%, versus 3.8% in the previous quarter. Furthermore, non-farm payroll jobs have increased 171,000 per month over the past 12 months, far short of the 250,000 or 300,000 jobs that one might expect at this stage of economic expansion.  

This implies that firms will have to begin hiring in order to regain these productivity losses since the current workforce is insufficient to sustain reasonable productivity levels. In line with consensus estimates, including the The Wall Street Journal’s panel of economists, we feel that unemployment will decrease from 5.4% to 5.1%.
U.S. Dollar Concerns

The weak dollar is a major concern of ours, while it does allow American companies to sell more goods and services abroad; major foreign investors may begin to lose confidence in Treasuries. In order to offset this potential concern we strongly reiterate that Treasury yields must go up but not so much as to completely dampen economic growth. According to the The Wall Street Journal’s panel of economists, the consensus with regards to concerns of the declining dollar is:

· 64.8% of the panel believes that the declining dollar is in the interest of the US economy.


Professor Jeremy J. Siegel of the University of Pennsylvania's Wharton School of Business does not believe the weakening dollar to be negative for stocks. He asserts that it is a positive for companies involved in exporting. Particularly the travel industry is overwhelmed by the number of Europeans coming abroad to spend their money in a relatively cheaper market. Furthermore, firms that sell abroad and convert those euros or yen back into dollars are showing significant profit gains. Although corporate earnings growth is slowing down, it is still increasing and that is a critical. 

International Economic Perspectives

World economic growth for 2004 is projected at 5 percent compared to growth rates of 2.1% in 2002 and 3.0% in 2003. The International Monetary Fund in Washington forecasts world economic growth for 2005 at 4.3 percent, slightly lower than this year but still significantly above the historical average of 3 percent.

 In line with 2004, both China and India are expected to show robust economic growth in 2005, close to or even above 7%. Their resulting demand for energy, particularly Chinese demand for crude oil, has been one key factor explaining its high price. Europe has finally gained momentum in 2004 and economic output is expected to rise by 2.2 percent. The expected slowdown of world GDP growth will likely hit Germany, which is by and large the biggest economy in Europe, and cause, at best, a stagnation of the current output growth rate. 
Japan enjoyed an unexpectedly strong economic upswing in 2004 with a real GDP growth of 4.4 percent. However, while the economy was growing, the price level was further declining by 0.2 percent. On the plus side were a significant reduction in debt/equity ratios (reduced leverage), a reduction of nonperforming loans for banks, and increased exports to Asian countries. At almost 160 percent of GDP, Japan has by far the largest government debt of all industrial nations. This, in addition to a rapidly aging population, puts a large burden on taxpayers and future generations, which hurts the economic outlook.
The recent recovery of emerging Asian countries was impressive, reaching a growth rate close to 10 percent through mid-2004. Of course, the overall performance of the region is dominated by China and India. While the Asian markets look quite favorable to investors there are still some risks to consider. A slowdown in the Chinese economy or a change in the Chinese exchange rate system from its current peg of the Yuan to the dollar would bear significant consequences. Simply put, the Chinese Yuan is undervalued and in order for sustainable global recovery, the US current account-deficit needs to be reversed. In order for the US to adjust without the onset of a recession it needs China to sell less and buy more which means that the Yuan needs to be revalued. However some analysts argue that the “renminbi” (i.e. the Chinese peg of 8.277 Yuan to the Dollar) has little to do with determining the fate of the US economy. The main point they argue is the relative current account positions because China’s US surplus is about 1/15th ($40 billion out of an estimated $600 billion at fiscal year end) of the size of the US imbalance whereas Japan, Singapore, and Malaysia constitute approximately 46% of the deficit with $275 billion in US surplus. 

Latin America performed well in 2004 and the prospects for 2005 look quite positive. One of the major concerns of the region are the relatively high public debt levels while external financing conditions will probably deteriorate as U.S. interest rates rise. In addition, accelerating inflation might force the Latin American central banks to tighten monetary policy.

We feel that increased exposure in Latin America would be both a smart and safe play. While Asia does seem to project strong growth, we feel that these markets have already exhausted their full potential and the inherent risks outweigh the potential returns.
Concerns & Conclusions

The Wall Street Journal’s panel of economists believes that twin deficits pose the largest major concern.
· 31.5% of analysts believed that the biggest problem looming over the US economy is the Budget deficit and entitlements with 11.1% of the panel supporting the current account deficit as the number one major problem in the economy. 

Another major concern is the bubble in home prices which could be a negative factor especially if the Fed continues to tighten up against inflation. In addition to the more fundamental market drivers, the situation in Iraq and/or another major terrorist attack on the U.S. could certainly have either a negative impact on the market. Such events are generally unforeseeable but must certainly be taken into account. 

The trend of opting for the riskier asset and the higher yield may be winding down.  Large cap stocks and other more-conservative picks are predicted to do better this year, after underperforming in some cases in 2003.  Overall, the outlook appears to be quite returns in both areas
.

April 11th 2005 Economic Outlook Update

· According to a recent report conduced by the World Bank, global economic growth rose 3.8% with developing countries experiencing their fastest growth in more than 10 years.

· Much of the growth was led by the United States and China followed by a pick-up of growth in Latin America, Japan and the European Union.

· The report predicts that global growth will slow down to 3.1 percent in 2005, as a result of increases in U.S. interest rates, fiscal tightening, and the effects of the 25 percent real effective appreciation of the Euro.

· Oil prices reached record highs in early April with light sweet crude prices hitting as high as $58 dollars a barrel. However, oil prices have settled to $52.55 as of April 11th which is what some analysts are referring to as a long overdue correction. 

· The U.S. Energy Department has released data that showed the nation’s refiners increasing production capacity to 94% which will offset the market’s downward momentum. Furthermore OPEC is on track to boost supplies to world markets by approximately 500,000 barrels per day in May in order to help build oil stockpiles in preparation of an anticipated surge of demand.

· While the volatility of oil prices has been difficult to foresee we feel that the market has shown impressive overall resilience despite taking a few hits. Looking forward we anticipate that oil prices will taper off steadily into the $43 to $47 dollar price range.

ASSET ALLOCATION
The process of arriving at an asset allocation involves the consideration of each broad asset class, their expected risk and return characteristics, and how those characteristics influence the goals of the portfolio.  Before attempting a quantitative analysis of risk and return, we began our investigation by considering current practice and expert opinion.  Exhibit 1 shows a summary of consensus opinion and endowments reporting to Cambridge Associates.  These two views of current practice are slightly less aggressive in their allocations then our 75/25 equity-fixed income allocation.  At the outset, we were inclined toward cautious optimization for 2005 based on the economic outlook, and we noted that strategists and others in similar situations shared our views for 2005.

For our quantitative analysis, we selected four representative indexes that we believe accurately reflect their proxy markets and our holdings.  We considered the Russell 2000 for small cap stocks and the S&P 500 for large cap stocks.  We used the Lehman Brothers Aggregate Bond Index to represent investment grade, government, and agency credit classes, while the MSCI EAFE index serves as a benchmark international equity.

For consistency, we considered past returns from January of 1973 through December 2004 for each of the indexes except for the Russell 2000, which began in 1979.  The period from 1973-2004 represents a variety of returns for the market and considers both recessionary and expansionary times, thus providing blended scenarios to produce more likely expectations.  We used this time-period in our Efficient Frontier software, which combines historical data and underlying assumptions of current economic conditions to suggest an asset allocation for our portfolio.  

We adjusted expectations, correlations, and other inputs to arrive at an optimal asset allocation.  We adjusted the risk free rate to be 2.6%, based upon the CBO forecast for the T-bill return for 2005.  In order to account for inflation, we deducted 2.4% from each of the other benchmark equity indexes.  The average inflation rate from 1973-2004 was 4.6%, however, we believe that 2.4% most accurately predicts inflation for 2005 based on our analysis of forecasts.  We additionally adjusted the Russell 2000 by setting it equal to the return of the S&P 500 plus 60bps, a number that represents the modest liquidity premium consistent with the past 25 years.  For our fixed income calculation, we input 4.6%, which is a return that accounts for current yields as well as a modest return premium on corporate bonds.  Our inputs are shown below in Exhibit 1. 

Exhibit 1:  Inputs for Asset Allocation Calculation
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Benchmark Index

Mean

Return

Min. 

Max. 

Small Cap

Large Cap

Fixed Income

International

Risk Free

2.6%

Small Cap

Russell 2000

0%

100%

10.1%

19.6%

Large Cap

S&P 500

0%

100%

9.5%

0.803

15.7%

Fixed Income

LB LT Gov't/Credit

0%

25%

4.6%

0.153

0.295

9.8%

International

MSCI EAFE

0%

100%

9.1%

0.700

0.775

0.180

17.1%

Correlations in blue (std.dev. in green)

Constraints 


Our allocation suggests a split of roughly 75/25 equity to debt, which is consistent with allocations from endowments and pensions.  As well, the allocation from the Efficiency Frontier seems to validate the proposed split, based on risk profiles and desired return.  Our risk-return has similar characteristics to that of the pension and endowments, so the allocation fits not only based on our assumptions but current market outlooks as well.

In order to account for increased globalization, we adjusted the correlations between the EAFE and both American exchanges. These correlations were originally .513 and .556 for the Russell 2000 and S&P 500 respectively, and we increased them to .7 and .775.  The higher correlation resulted in a lower percentage of our portfolio invested in foreign equity.  However, the result of 17.6% was still within our desired range of 10%-20% for international investments.  We came to this range by analyzing strategists and current market outlooks for foreign markets, as well as taking into account the globalization of firms located both in the United States and worldwide.  We think that our adjusted correlations also account for the falling value of the dollar relative to foreign currencies, a phenomenon that makes foreign investing attractive.  We seek to achieve international investment by investing in both overseas companies and in U.S. based multinational firms who rely strongly on international exports as a source of revenue.  We feel strongly that the dollar will not rise to its previous levels in 2005, thus justifying our recommendation to allocate 17.6% of our portfolio to international investment as shown in Exhibit 2.

We initially adjusted our inputs as a result of currently low interest rates.  As a result of bond margins and rising interest rates, we seek to be conservative in the amount we intend to invest in fixed income.  Exhibit 2 shows the optimal allocation based on these inputs.  On the [image: image10.emf]US Value beat growth by 10%
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fixed income side, our economic outlook indicates a potential rise in interest rates that might cause negative pressure in the bond market and lower the price of bonds.  This effect will be greater on longer term bonds, typically 10 years or more, than on short term bonds.  Given the economic outlook, the allocation of roughly 25% in fixed income (22.2% as shown in the Exhibit [image: image11.emf]                       2004 Returns
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CAC 40 7.38%

Russell 3000 Growth 6.90%

FTSE 6.74%

XETRA DAX 5.12%

Lehman Aggregate 4.34%

Money Market 0.81%

2) is best achieved through shorter term holdings versus long term, thus minimizing the effect of rising interest rates.  Since volatility exists in our assumptions, we did not set extremely aggressive goals.  As a result of the healthy returns in the past year blended with a conservative outlook for 2005, we believe that an overall return at or above 8% is reasonable and attainable.  Blending the likely scenarios of the best and worst possible economies for 2005 and recognizing tradeoffs in our assumptions allows us to think in “cautiously bullish” terms for the coming year.  

COMPREHENSIVE LIST OF HOLDINGS
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Altria Group

MO

65.19 1200 $134,833 8.6% 4.45% 0.55 0.12 4.39 14.26 12.66 1.47

Allied Domecq

AED

48.52 1200 $13,423 10.3% 1.89% -0.49 0.18 14.22 16.17 17.52 1.70

Harley Davidson

HDI

58.77 1250 $17,159 16.0% 0.88% 1.08 0.05 5.33 19.59 17.49 1.09

AutoZone

AZO

85.51 1200 $6,808 12.8% N/A 0.31 0.22 17.73 12.41 11.49 0.90

Walgreen

WAG

43.75 1000 $44,730 15.2% 0.48% 0.26 0.00 5.16 30.38 28.59 1.88

Baker Hughes

BHI

44 1600 $14,761 20.3% 1.03% 0.64 0.07 3.79 28.03 22.56 1.11

EOG Resources

EOG

47.39 650 $11,299 8.0% 0.33% 0.57 0.09 3.84 18.44 15.24 1.90

Florida Power & Light

FPL

40.95 1000 $16,046 4.8% 3.50% 0.14 0.31 2.13 16.65 15.93 3.32

Stat Oil

STO

17.43 3500 $37,756 6.0% 2.93% 0.40 0.12 2.78 9.47 11.03 1.84

American Intl Group

AIG

53.2 760 $138,563 13.2% 0.96% 0.67 0.36 1.76 12.82 10.41 0.79

BBVA

BBV

16.47 6000 $55,847 18.00% 4.46% 1.28 1.04 3.59 16.64 11.60 0.64

Wells Fargo

WFC

60.63 900 $102,814 11.8% 3.20% 0.15 0.40 2.72 14.82 13.30 1.13

Bear Sterns

BSC

98.49 1000 $11,196 10.3% 1.01% 1.27 0.72 1.25 10.02 10.27 1.00

Medicis

MRX

28.55 1000 $1,562 23.7% 0.42% 0.84 0.31 3.52 27.45 19.83 0.84

Inamed

IMDC

66.41 200 $2,396 20.8% N/A 1.24 0.00 5.37 37.95 28.75 1.38

Stericycle

SRCL

43.92 950 $1,839 18.0% N/A -0.22 0.08 4.29 25.99 21.32 1.18

Medtronic

MDT

52.07 2000 $63,119 15.2% 0.64% 0.41 0.03 6.17 29.09 27.84 1.83

Quest Diagnostic

DGX

106.26 600 $10,925 19.0% 0.68%

0.41

0.06 4.77 22.32 19.32 1.02

Alcoa

AA

31.32 1700 $27,228 15.2% 1.92% 1.71 0.15 2.03 20.88 15.58 1.03

Stericycle

SRCL

43.92 950 $1,970 18.0% N/A -0.22 0.08 4.59 25.99 21.32 1.18

World Airways

WLDA

6.24 8500 $99 5.0% N/A 0.95 0.44 3.27 5.67 7.34 1.46

Top Tankers

TOPT

18.03 5000 $502 5.0% 4.67% 1 0.31 1.56 7.58 5.32 1.06

Cisco Systems

CSCO

18.24 1760 $117,902 14.9% N/A 2.23 0.00 4.96 23.09 20.49 1.38

Cymer

CYMI

27.15 1100 $998 20.0% N/A 3.20 0.20 1.93 23.61 38.24 1.91

Dell Computers

DELL

37.61 900 $92,483 17.9% N/A 1.51 0.01 14.26 31.61 23.51 1.31

Microsoft 

MSFT

25.32 2400 $275,487 10.8% 1.28% 1.43 0.00 5.83 27.52 19.63 1.82

Wipro Limited

WIT

20.16 6600 $14,075 24.8% 0.15% 1.67 0.00 12.31 43.83 39.53 1.59

Symantec

SYMC

21 1100 $14,900 17.2% N/A 1.56 0.00 4.12 28.38 24.42 1.42

Industrials

Tech/Telecom

Consumer

Energy

Financials

Health Care



ARC PORTFOLIO TRANSACTIONS
	Sales

	 
	Company Name
	Ticker
	Quantity
	Per Unit Amount
	Gross Amount
	Net Amount
	Trade Date

	Consumer
	Brinker International Inc.
	EAT
	850
	$35.13
	$29,860.50
	$29,817.30
	12/2/2004

	
	Oakley Inc.
	OO
	1,000
	$12.24
	$12,238.00
	$12,187.71
	12/7/2004

	
	Catalina Marketing Corporation
	POS
	850
	$26.29
	$22,346.50
	$22,303.26
	3/24/2005

	Energy
	Anadarko
	APC
	1,800
	$66.23
	$119,212.92
	$119,120.13
	12/2/2004

	Financials
	MBNA Corporation
	KRB
	1,125
	$24.27
	$27,303.75
	$27,246.60
	3/29/2005

	
	Synovus Financial Corp (SNV)
	SNV
	900
	$27.39
	$24,651.00
	$24,605.42
	12/7/2004

	
	Citigroup
	C
	1,200
	$45.45
	$54,540.00
	$54,478.72
	11/24/2004

	
	Developers Diversified Realty 
	DDR
	2,200
	$42.70
	$93,940.00
	$93,827.80
	11/24/2004

	Health Care
	Amgen Inc.
	AMGN
	600
	$57.17
	$34,302.00
	$34,270.56
	4/4/2005

	Industrials
	United Technologies Corp
	UTX
	850
	$97.45
	$82,832.50
	$82,788.06
	11/24/2004

	
	World Airways
	WLDA
	5,500
	$5.89
	$32,395.00
	$32,119.24
	12/7/2004

	Technology / Telecom
	Qualcomm
	QCOM
	400
	$41.07
	$16,428.00
	$16,407.61
	11/18/2004

	Purchases

	 
	Company Name
	Ticker
	Quantity
	Per Unit Amount
	Gross Amount
	Net Amount
	Trade Date

	Consumer
	Allied Domecq PLC 
	AED
	1,200
	$40.27
	$48,324.00
	$48,384.00
	3/29/2005

	Energy
	Baker Hughes
	BHI
	1,600
	$45.20
	$72,320.00
	$72,400.00
	4/5/2005

	Financials
	Banco Bilbao Vizcaya Argentaria
	BBVA
	2,000
	$16.26
	$32,520.00
	$32,620.00
	4/4/2005

	
	Banco Bilbao Vizcaya Argentaria
	BBVA
	1,000
	$16.25
	$16,248.00
	$16,298.00
	4/4/2005

	
	Banco Bilbao Vizcaya Argentaria
	BBVA
	3,000
	$16.20
	$48,600.00
	$48,750.00
	4/4/2005

	Health Care
	Inamed Corporation 
	IMDC
	200
	$65.92
	$13,184.00
	$13,194.00
	4/8/2005

	
	Medicis Pharmaceutical Corp 
	MRX
	1,000
	$28.67
	$28,670.00
	$28,720.00
	4/8/2005

	Industrials
	Top Tankers Inc. 
	TOPT
	5,000
	$18.06
	$90,300.00
	$90,550.00
	3/24/2005

	Technology / Telecom
	N/A
	 
	 
	 
	 
	 
	 

	Total Net Sales
	 
	$549,172.41
	
	
	
	

	Total Net Purchases
	
	$350,916.00
	
	
	
	

	Allocated to Fixed Income
	 
	$198,256.41
	
	
	
	


EQUITY PROFILE
From 2004 through 2005 the class focused its attention on companies with attractive prices both on an earnings multiple and DCF basis.  We gave consideration to management efficiencies as reflected in high relative returns to equity and the cost of future growth potential as indicated by lower PEG ratios.  Furthermore, risk considerations were included in the selection process. Ultimately our value oriented strategy was the driving force behind our buy and sell transactions and this approach is reflected in the current characteristics of our portfolio.
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EQUITY PORTFOLIO CHARACTERISTICS


Valuation & Growth
Relative to the market, our portfolio is cheaper on a TTM price to earnings basis as well as forward looking price to earnings in 2005 and 2006. Furthermore our market cap is larger than the S&P 500’s average and median market caps. Understanding the median is important because it shows the portfolio is not solely concentrated in large caps in the $40billion range, but rather we possess some small cap stocks which have contributed to a significant portion of our returns. 

Return on Equity is significantly higher than the market at 21.72% versus 17.01%. By taking this approach we concentrated on stocks with high earnings capacity that were priced relatively cheap without sacrificing growth potential. Additionally, our PEG ratio of 1.35 indicates that we pay relatively less for growth than the market. This discrepancy in PEG ratios is caused by our lower P/E and higher 5-Year EPS growth rate.  Our neutral P/B ratio relative to the market indicates that we have not over paid for our assets. This is a result of our focus on stocks with cheap earnings, superior management efficiency, and strong projected growth. 

Risk
Our portfolio has a weighted average beta slightly less than the market at .85 but a slighter higher debt to equity ratio.  We are comfortable with the increased leverage because of our increased management efficiency. With increased efficiency, our companies are able to take on more debt and take advantage of additional interest tax shields.  

Sector Exposure
The following charts show our sector exposure relative to the S&P 500.  We decided to overweight health care because of the growth opportunities we found and slightly underweight financials to hedge against rising interest rates.
[image: image4.emf]S&P 500 Sector Weights

Consumer

21.763%

Energy

11.883%

Financials

19.837%

Health Care

13.468%

Industrials

14.986%

Technology

18.063%


[image: image5.emf]Current Portfolio Weights

Industrials 

14.398%

Health Care 

15.202%

Financials 

17.672%

Energy 12.282%

Consumer 

21.539%

Technology 

18.907%


EQUITY ACTIVITY – CONSUMER
Overview:
The consumer sector covers both the discretionary and staples industries. Specifically the sector includes but is not limited to automobiles, consumer durables and apparel, hotel, restaurants and leisure, media, retailing, food and drug retailing, food beverages and tobacco and household and personal products.  Performance in the consumer sector is heavily dependant on the state of the economy and personal disposable income.  This year in particular the industry has been greatly impacted by the rise in oil prices.  Currently, the consumer sector comprises 15.01% of the student run portfolio.  During the Fall of 2004 and the Spring of 2005 many changes were implemented as Brinker International Inc, Oakley Inc and Catalina Marketing Corp were sold.  On the contrary, we are happy to announce the recent addition of Allied Domecq to our list of holdings.

Transactions:

SELL:  BRINKER INTERNATIONAL INC 
This past fall we decided to sell Brinker International Inc; a company specializing in the ownership, operation, development and franchising of restaurant concepts.  Brinker has struggled throughout 2004, with Rockfish underperforming, On The Border slowing development, and the recent divestment of Big Bowl in October.  In November, the Vice President and Chief Strategic Officer and the Chairman of the Board of Directors both resigned.  According to us, this may be an early indication that managers lack confidence in Brinker’s future growth.  Growth in same store sales has slacked with the slowing economy in Brinker’s largest and most important dining concepts, Chili’s and Macaroni Grill.  Success in the industry continues to become more difficult due to the lackluster economy, low carb dieting and climbing gas prices.   In addition, a 6% increase in wholesale food prices is causing COGS to increase and profits to decrease.  Even though the numbers show Brinker to be relatively healthy, we feel that the growth potential in the casual dining sector is extremely limited as it has become mature.  It appears as though the industry has become saturated and customers have become bored with the existing fare resulting in a potential decrease in revenue growth.  We predicted that Brinker would fail to meet the forecasted EPS estimates for its current fiscal year and next fiscal year.  Further more, Brinker’s ROE and ROA are low compared to their top competitors showing a lack in efficiency.   Finally, we came to the conclusion through our analysis and using certain assumptions that Brinker is overvalued by the market by 27%.  Although Brinker appears to be a great company, the casual dining market is not the industry we currently want to be in.      
SELL:  OAKLEY INC.
As a group we also decided to sell Oakley Inc. which is a consumer products company engaged mainly in the design and development of sunglasses, prescription eyewear, apparel, watches, and accessories.  Oakley faced declines in sales of its core sunglass business by 10.7% due to the weak retail environment as well as high competitive pressures.  Due to increasing COGS and SG&A, net income has also decreased for the past 4 years.  Recently, Oakley has invested heavily into its latest product line, Oakley Thump, with very little return to show for it.  Compared to its peers, Oakley has the lowest ROE and ROA, signifying its inability to generate returns and growth.  Our DCF analysis also concluded that Oakley is overvalued by approximately 11% with the price of the stock substantially underperforming relative to the industry.  
SELL:  CATALINA MARKETING CO.
Our last sell was Catalina Marketing Co. which is a marketing services company for consumer packaged goods (CPG) and pharmaceutical products manufacturers, marketers and retailers.  Catalina Marketing’s performance, as well as the industry, for the past few years continues to be lackluster and unchanging with very little potential for future growth.  Catalina is facing future reductions in revenue as one of its main customers, General Mills, is reducing their spending, as well as losing its loyalty card business and CMRS division.  Our DCF analysis concluded that Catalina is overvalued by approximately 23% as well as trading at high P/E ratios.  
BUY:  ALLIED DOMECQ


During the spring semester we decided to purchase 1,200 shares of Allied Domecq, a spirits and wine producer based in the United Kingdom.  At the time of purchase their shares were priced at $40.28 and using this pricing we concluded that they were undervalued and trading cheaply.  Their intrinsic value according to the Discounted Cash Flow Analysis was $47.95 which makes them undervalued by 18%.  Allied Domecq has high EPS earnings, second only to Diageo, their biggest rival, and their expected EPS growth is consistent with the others.  They have a high ROE with 109.92%, showing great return to its shareholders.  Allied was also trading relatively cheap compared to its competitors at a P/E of 13.69, making this a good buy at this time.  Other than financial reasons, we felt that Allied would be a good buy because the alcoholic beverages industry is currently filled with a considerable amount of activity.  It appears to be consolidating with numerous mergers and acquisitions recently taking place.  Since our purchase of AED at $40.28 their stock has risen approximately 20% creating a profit of almost $10,000 already.  This vast price increase was mainly driven by the news of two other wine and spirit companies, Pernod Ricard and Fortune Brands, considering a joint takeover of Allied.  This takeover would benefit all companies as there are many synergies between them and it would also create a larger competitor that could more easily take on Diageo, the largest wine and spirits company in the world.
Conclusion:
We feel that the three sells and one buy transactions that were completed this year will help the Consumer Sector to produce higher returns.  Our current holdings as of the end of this year are: AutoZone, Altria, Allied Domecq, Harley Davidson and Walgreens.  Within these holdings we represent various sectors such as Discretionary, Food & Beverage Manufacturing, Tobacco, Wine and Spirits, Automobiles, and Retail Drugstores.  A few industries that are included in the Consumer Sector but are not represented in our portfolio at this time are the Restaurant, Media, Department & Discount Retail and Hotel Industries.  After a year spent reviewing and working with the Consumer Sector Portfolio we are very excited and confident to see the increase in future results that our changes may create.
EQUITY ACTIVITY – ENERGY
Sub-Sector Exposure

OIL AND GAS EXPLORATION & PRODUCTION

OIL AND GAS REFINING, MARKETING, & DISTRIBUTION

A confluence of factors yielded record-high oil prices in 2004 and the first quarter of 2005.  Concerns over supply stability in the Middle East and Russia, rising demand in China, and little spare production capacity continue to plague the industry; causing oil prices to top $58 per barrel during intraday trading on April 5, 2005.

In the Middle East, production in Saudi Arabia for full year 2004 was 8.6 million barrels per day, a 2.1% decline from 2003. In late November, Saudi Arabia indicated that it would attempt to raise capacity to 12.5 million barrels per day; while estimates vary, it is believed that current capacity is in the range of 9.5 million to 11.0 million barrels per day. In Russia, despite the bankruptcy concerns over Yukos, Russian oil production actually rose to 9.35 million barrels per day – up 1.7% from 2003.

On the demand side, with economies continuing to improve, expectations are higher for oil demand.  According to Global Insight, demand is expected to increase about 2.0% in 2005 (2.5 million bpd).  Oil supply should keep pace with demand in 2005, with the call on OPEC approximately 32.72 million barrels per day in 2005, versus 32.31 million barrels per day in 2004. 

OILFIELD SERVICES & EQUIPMENT

In the past, the oilfield services sector was highly fragmented, with companies specializing in a handful of products or services. Today, many service companies participate in several market segments in order to offer a wide range of products and services; effectively becoming total solution providers to the oil and gas industry.

The rise of energy prices has increased demand for oilfield equipment and services by the Major and National Oil Companies.  As such, the market has witnessed an increase in the revenue potential of equipment and servicing companies while COGS have remained stable, resulting in favorable EBITDA margins and buttressing bottom lines.

ELECTRIC UTILITIES

About half the states in the US have taken steps to deregulate their electric utility industries, but many have delayed launching full retail competition because of one state's whopping failure. California's electricity crisis was brought on in part by a unique deregulation plan that forced utilities such as Southern California Edison and Pacific Gas and Electric to pay soaring wholesale power prices but prevented them from passing increases on to consumers.

The portfolio has indirect exposure to electrical utilities through holding Statoil (STO), which owns Nordic Energy, a supplier of electricity to the corporate markets of Norway and Denmark.  Also, we hold Florida Power & Light; a domestic utility with a healthy dividend yield that has managed to maintain steady appreciation while side-stepping deregulation. Analysis of the industry did not merit a direct investment; as there still seems to be great controversy surrounding deregulation efforts.  Our belief is that the opportunities within the sub-sector are limited. 

Transactions

SELL: ANADARKO PETROLEUM COMPANY (NYSE: APC)

Sub-sector: Oil and Gas Exploration & Production 

Organizational restructuring and diminished opportunities

The restructuring of APC’s organization to focus on natural gas and derivatives, such as liquefied natural gas (LNG), coupled with the paring away of investments in crude oil exploration and production could lead to projects with diminishing returns.

As 2004 concluded APC finished selling off their major investments in oilfield projects to focus on exploration, production, conversion processes and transport of liquefied natural gas.  This may prove a successful long term play.  However, it severely limits rewarding prospects in the short term. 

Much of the work with LNG is still in the initial stage; shrouded by concerns about its volatile nature under pressure – and creating transport and storage concerns.  Further, the companies exploring LNG processes are having difficulty getting permits to build receiving terminals for storage and distribution anywhere near civilization (although APC has managed to secure a property off the coast of Nova Scotia).  We feel the new organizational structure is not a synergistic play at the time. There is too much investment risk associated with their new strategic initiatives to completely divest an asset like oil exploration and production, which is engaged in a bull market.

APC vs. EOG

When we inherited the portfolio there were two holdings within the Exploration & Production sub-sector, APC and EOG Resources, Inc. (EOG).   We felt it wise to evaluate each and choose “Best of Breed” between the two so that capital could be reallocated towards another sub-sector.  On a fundamental and comparable basis APC did not match our future expectations of EOG.  

This analysis has proven quite correct.  Although APC has experienced stock price appreciation, it pales in comparison to EOG, which has enjoyed quite a run up and a 2:1 stock split on March 1, 2005.  

APC’s stock price due to market sentiment, not fundamentals (Valuation)

Although our valuation indicated Anadarko was slightly undervalued, we believe that any potential gain on the security was not adequate given the risk of the investment.  We thought the market, given the “cannot go wrong with energy” attitude, was carrying APC.  
Comparable analysis allowed us to select the weaker company among our holdings and also to assess the firm’s position and potential when compared to its peers. APC’s ROA and ROE were both at the bottom of their comp class - indicating a lack of ability to create returns comparable to the rest of their sector.  The fact that the company was trading cheaper than its peers was less of a positive and more of an indicator that APC was the least efficient comp in its class.

DCF-based valuation showed the company priced virtually fair by the market with some appreciation potential.  Yet, we thought that such potential was not adequate given the level of aforementioned risk seen in the company.  

BUY: BAKER HUGHES INCORPORATED (NYSE: BHI)

Sub-sector: Oil and Gas Field Equipment/Field Services

Absent Baker Hughes our holdings in Statoil (beta =0.15) and EOG (beta=0.42), have performance driven primarily by spot prices in the energy market.  Logically, these holdings can exhibit extremely volatile activity based on price swings – which has been to our benefit lately, but cannot be guaranteed to continue.  On the other hand, BHI (beta=0.70), although tied to the energy market, derives its earnings from services and equipment and management and analysts believes the market could dip as low as $35 - $40/barrel before it experienced any significant change in demand from its customers.  Thus, in the event that the market sours we have a built in cushion against any dramatic price fallout.  

We believe that in order to achieve our optimal mix in the energy sector, exposure to the oilfield services and equipment sub-sector is necessary.  BHI will act as a good hedge towards spot prices that dictate EOG and Statoil price movement.  BHI moves more inline with the broad market, as opposed to the others holdings with less correlation and greater sensitivity to the energy market.

Oilfield equipment and servicing companies experience a significant lag regarding spot price changes.  Unlike the E&P and Integrated Oil Companies whose margins are more directly linked to oil prices, oilfield services companies experience a lag of a several months, as a result of their previously engaged contracts. Their primary business model is service to “commodity” companies.  This precipitates a more certain revenue stability as contracts, regardless of the energy market, must be carried to completion.
EQUITY ACTIVITY – FINANCIALS
The financial sector is a sector comprised of a combination of banks, insurance companies, real estate investments, and financial services firms.  Within these broad headings, there exists a number of different sub-sectors and areas of interest.  The financial sector typically involves trading money as the good, rather then a particular service or product.  Each sub-sector utilizes a different approach to this, from savings and loan banks charging interest on borrowed money, to investment banks taking a cut of the deal or fees for their services.  Almost all of the companies in this industry are interest rate sensitive, as well as reacting to changes in the overall market.


The investment-banking sub-sector focuses on companies, and assisting them in their needs for cash or investments.  Each company may have a specific focus, but overall, most offer an entire range of services from mergers and acquisitions, to initial public offerings of debt or equity, or private placement of debt or equity.    There are a number of major players in this sub-sector, including Bear Stearns, Goldman Sachs, Morgan Stanley, and Merrill Lynch.  The sub-sector has a number of smaller, more boutique firms as well, who are much more specialized in the services they offer.  


Real estate investment trusts are companies that own and in most cases, operate real estate.  REITS are a good alternative investment to diversify one’s portfolio by having very little correlation to the traditional market.  The REIT sub-sector has many sub-sectors under it including: Lodging, Office, Retail, Residential, Mortgage, Healthcare, and Industrial.  These sub-sectors of REITS are the focus of their investments, and were they invest their capital.


Insurance, as a sub-sector of Financials, depicts firms who provide protection against financial losses, which are the direct result of a variety of hazards. Both individuals and businesses can receive reimbursement for hazards such as car accidents, theft of property, fire and storm damage, medical expenses, and loss of income due to disability or death.  The insurance industry is comprised of insurance agencies and insurance carriers. Insurance carriers are typically larger firms that provide insurance and assume the risks covered by the policy. Insurance agencies and brokerages sell insurance policies for the carriers. While some of these brokerages work directly with a particular insurer, many are independent and can freely offer a variety of policies. In addition to the two main components of the sector, there are also other insurance-related services, such as claims adjustment, financial services, and retirement services (such as asset management).


One of the banking sub-sectors are the diversified banks.  These banks play a major economic role because they are large lenders, and buyers of money market instruments and securities as well as large lenders to international governments and corporations.  They also provide almost the entire spectrum of financial services, including insurance, commercial and consumer loans, and other investment opportunities.


The other part of the banking sub-sector is comprised of regional banks.  These banks are more geographically oriented, serving a smaller customer base and having a more regional presence.  They tend to be more focused on mortgages and auto loans, as well as money market instruments.  Some offer more services, but typically, regional banks are much limited in what they offer to their clients.

Current Holdings
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A note on AIG

AIG achieved record results in 2003. Net income, shareholders’ equity, revenues, and assets all were at the highest levels in the history of the company. In all four of AIG’s core businesses—General Insurance, Life Insurance, Financial Services, and Retirement Services & Asset Management—AIG reached new historic highs in operating income. AIG is growing profitably across its wide portfolio of businesses and has implemented several significant initiatives around the world in 2003 to further accelerate its profitability. In 2004, earnings momentum has remained strong after posting record 3rd quarter profits of $2.51 billion. Some of the key comparable valuation data which indicate AIG’s strength within its sector are:

· Strongest projected growth among comparable sector competitors of 34.8%

· Strongest historical 3 year revenue growth rate of 14%

· Historical 3 year EPS growth of 20%

Our hold recommendation was based on strong earnings momentum after second-quarter results came in slightly ahead of estimates. Furthermore rising interest rates should help AIG’s fixed annuities sales which would be another strong business driver into the end of 2004 and the first two quarters in 2005. Assuming the yield curve remains steep and interest rates continue to rise, the company’s growth in this area should be significant. The company had settled both a problem with the Department of Justice over the use of ‘‘earnings smoothing’’ insurance products, and a lawsuit from New York State Attorney General Eliot Spitzer regarding contingent commissions. At that time, we were under the impression that AIG’s legal battles were in the past, however such is not the case. On February 14th, the SEC and Mr. Spitzer’s office served AIG with subpoenas relating to investigations of ‘‘nontraditional’’ insurance products and assumed reinsurance transactions, and the company’s accounting for such matters. Furthermore in March, AIG's senior debt, rated AAA since 1983, was cut to AA+ by Standard & Poor's due to concern that the company manipulated its financial statements with improper reinsurance contracts. Despite these blows, AIG remains a fundamentally sound company and certainly a “best of breed” in the insurance sector. We feel that AIG will put these issues past them and get back on track by the beginning for the fourth quarter.

Analysis of Sells:

Developers Diversified Realty (DDR)

Despite DDR’s fundamental strengths as a real estate investment trust (“REIT”), future interest rate increases pose a viable threat to the growth potential of this stock. Also from a discounted cash flow valuation, we have concluded that the intrinsic value of the stock is $45.02 and since the 52 week high for DDR was $44.17 we feel that DDR is essentially fully priced into the market. In support of our above assertion we are forecasting gradual but incremental interest rate increases in the market which we feel will hinder stock appreciation in the future. 


Because of the present state of the US economy (i.e. a jobless recovery with a weakening dollar) where inflation also poses a legitimate threat as evidenced by the 1.7% jump (versus expectations of 0.6%) in the PPI in October, it is important to discern the risk linkages to real estate. According to Goldman Sachs 2004 Real Estate Yearbook, they assert that in very capital intensive businesses the cost of capital is key determinant of profitability. They also make clear that REITs can’t always hedge against higher costs of capital with higher rent. They propose the scenario of a deficit induced spike in interest rates during a time of dollar panic as a counterexample to the common thinking of REITs as a natural hedge that most enjoy. (Goldman Sachs, Global Equity Research) It’s quite apparent that the scenario described by Goldman Sachs is exactly like our current economy. 

Synovus (SNV)



Since indicators have been somewhat mixed, capital spending hasn't rebounded strongly yet, relieving businesses of the need to borrow. Therefore many banks haven't been able to reduce the already extremely low interest rates that they pay on deposits enough to offset declines in the rates that they earn on loans and investments. As a result, some banks aren't seeing any growth in their net interest income.  



Synovus has an asset-sensitive balance sheet and their management has indicated a 25 basis point increase in the in the overnight lending rate would lead to an increase of four-to-five basis points in the companies net interest margin, rising rates may have a negative impact on loan origination activity and credit quality. This is prompting banks to rely on other means of increasing earnings. SNV has recently sold a couple of its companies, which may have boosted its earnings such as its Florida-based Quincy State Bank subsidiary to Capital City Bank Group.



 There seems to be no end to the industry's ability to rein in costs when there isn't much happening on the revenue front.  The problem is compounded because regulatory compliance costs continue to rise.  Furthermore, intense competition makes it hard to increase service fees.  Furthermore, SNV does not have the economies of scale advantage to compete with large cap banks and its history does not show consistent growth in earnings.
Citigroup (C) 

Even though Citigroup is the world’s largest financial services firm and has over $1 trillion in assets, we feel that other companies in the money center banks sub-sector could add more to our portfolio’s overall performance.  This came to our attention when we began to analyze Citigroup’s performance mainly over the last year that it has been held in the portfolio.  Its performance over the past year has been poor, resulting in an almost negligible return excluding dividends.

Comparing this to what the other comparable companies or banks were returning to their shareholders led us to our basic premise which is that Citigroup is not the best company to be held in this sector.  We feel that it is important that this takes place as soon as possible because of the possible gains the portfolio as a whole is forgoing by continuing to hold a company that barely returned enough in the past year to keep pace with inflation. 

Our discounted cash flow (DCF) analysis across the different models resulted in pricing Citigroup remarkably close to what it is actually trading at the moment, suggesting that it is fairly priced.  This reinforces our suggestion that it is a good time to sell without risking taking a loss.  It also makes us feel confident that we are not foregoing a future positive price adjustment that would have resulted in profits had we decided to hold the stock. 

MBNA (KRB)

MBNA was sold because its performance during its time in the performance has shown no movement making it an investment, which was holding capital from other, more rewarding investments. The bet for this decision was that MBNA would not improve its performance in the two-year horizon for the following reasons: 


The banking industry continues to experience consolidation and reform making companies most likely to outperform are those with competitive advantages, defined revenue streams, and records of consistent earnings growth-MBNA does not fit this profile. One example of this is their recent shift in source of revenue: An increasing percentage of MBNA’s bottom line is now coming from its insurance services. 


MBNA Flow to Equity Model, although initially values it close to market at $ 24.40, reveals a valuation highly sensitive to the very conservative5% terminal growth assumption which given the economic analysis is highly risky. As the sensitivity analysis shows the stock is devalued significantly as this growth assumption is lowered. The 1.3 beta assumption is also very realistic given MBNA’s consistent conflict between management shareholders/board members as well as its intention to venture into offering American Express cards. This market opportunity has received a lot off press in the legal arena in past months and we feel the market has not fully incorporated the instability of this venture,(however we did not raise the beta in the model due to MBNA’s reputation for good credit background research on its clients). MBNA
is trading expensive relative to its peers with a peg of 0.98 based on a long-term projected growth of 12.4%. This supports a SELL recommendation.

Analysis of Acquisitions:

Banco Bilbao Vizcaya Argentaria (BBVA)
BBVA is the top financial is player in the Spanish-speaking countries, both in Spain and Latin America. BBVA provides a full range of financial services to its 35 million customers in over 37 countries. They specialize in commercial and wholesale banking, pension management and insurance, among others. The year 2004 has been a recording breaking year for BBVA with over €310 billion in total assets as of year-end 2004, €2.8 billion in net income—a 25.8% increase compared to 2003— a proposed dividend of €0.442 per share (up 15.1%), around 100,000 employees worldwide and close to 7,000 branches, BBVA is one of the top-three leading Eurozone banks in terms of ROE, EPS growth and efficiency. 


We feel the portfolio will strongly benefit from the inclusion of BBVA over the next 12 to 18 months for two key reasons. Firstly we will gain diversified international exposure, as BBVA has operations in over 37 countries and is continuing to expand into new markets such as Asia and the United States. Secondly, BBVA is one of the fastest growing financial institutions, 

moving from the 25th largest financial institution (in terms of market capitalization) three years ago to the 16th. 


The wholesale and investment banking area will focus on customers in Latin America. The rationale behind this strategy is BBVA feels it has a clear competitive edge in Latin America so focusing on project finance is a significant means to exploit their available resources.  They already acquired Bancomer in Mexico, and recently Laredo National Bank (LNB) as well.  Between BBVA’s new acquisition in LNB and their US-Mexican money remittance business BTS there will most likely be strong synergies which will surely add value for the shareholders. BTS is the leading company in electronic money remittance between US and Mexico with a strong market share of approximately 40%.

When analyzing money center banks, three financial variables serve as key factors in making an investment decision: net interest margin, return on assets, and return on equity.  BBVA has the best average interest earned and margin of the banks, except for HSBC.  At this time, we feel that the profitability of HSBC’s market is decreasing, while BBVA’s is about to expand.  Return on Equity (ROE) and Return on Assets (ROA), show the ability of a bank to manage it’s return on the equity they have outstanding, as well as their ability to profit from their assets.  BBVA has not only the highest ROE of the comps (except ABN), but also the highest increase in projected ROE for the next fiscal year.  ROAs for banks tend to be in the range of .5 to 1.5 in general, thus BBV’s ROA of 1 is very good.  BBV shines in comparison for growth rates in EPS for the next year, as well as over a course of the next five.  The highest of the comparables, BBV has one of the lowest PEGs of any of the comps as well.

As it is common when valuing financial institutions the model used was the flow to equity.  This model is more accurate than others because of it does not add back interest expense as it would be done if FCF were being discounted.  This is important because we are modeling interest expense (to get to net interest income) as cost of goods sold and not particularly as a financing charge. The discounted cash flow valuation of BBVA resulted in an intrinsic value of $18.32 per share. According to our valuation the shares are undervalued by approximately 13.5% (currently trading at $16.15).    
EQUITY ACTIVITY – HEALTH CARE
By 2025, the 65+ population will double from 35.6 million to 62.6 million people.  This increased demand will provide opportunities for growth among all areas of the Healthcare Sector.  We predict that the demand in the Healthcare sector will continually increase based on several factors, including the aging of the Baby Boomer generation, the lengthening of average life expectancy, and the rising incidence of chronic diseases. 

As a result, companies have already prepared for skyrocketing demand.  However, they recognize they could already be behind considering that many drugs and biotechnology innovations take between ten and fifteen years to develop as a result of FDA Regulations and extensive R&D.  Along with the continued FDA Regulation, changes in Medicaid spending and reimbursement need to be monitored, as they can drastically impact all aspects of the Healthcare Sector.

While there are a variety of exposure options in the Healthcare Sector, we have chosen to invest in those that appear to be the most favorable:

· Healthcare Services:


Quest (DGX)
· Medical Equipment/Supplies:
Medtronic (MDT)
· Medical Waste Management:
Stericycle (SRCL)
· Drugs and Pharmaceuticals:
Medicis/Inamed (MRX/IMDC)

After continually monitoring the Healthcare Sector, we see signs of dynamic future change in the sector’s fundamental makeup.  With every decision we made regarding the transactions in our sector, we considered the following long term upsides and downsides:

Upsides:

· Favorable Political Environment

· Favorable Demographics:  Aging Boomers, Wider Market Reach

· Increased Opportunity in Market Niches

· Continued Opportunities Abroad

Downsides:

· Increased FDA Regulation:  resulting from the “Vioxx scare”

· Medicare Reimbursement Risk:  increased cost, less profits

· Slowing Product Pipelines:  due to increased regulation and patent expiration

· Sector Inefficiencies and Saturation:  transition into large bureaucratic models

BUY:  MEDICIS (MRX) and INAMED (IMDC)

Medicis is an independent niche pharmaceutical company focusing primarily on helping patients attain a healthy and youthful appearance and self-image.  Based on our qualitative and quantitative analysis, Medicis appears to be a very promising stock.  They produce drugs intended to treat acne, fungal infections, rosacea, hyperpigmentation, photoaging, psoriasis, eczema, skin and skin-structure infections, seborrheic dermatitis and improvement in the texture and appearance of skin.  Their broad product line paired with the escalating market for their products, which is highly composed of aging baby boomers, indicates substantial future growth potential.  Medicis also exhibited strong comparables, and our DCF analysis revealed that the stock is undervalued by 27%.  In addition, Medicis’ recent merger announcement with Inamed appeared to be one that would result in unmatched synergies creating, what executives from both companies desired to be “an aesthetics powerhouse” (Business Wire).  Since we anticipate a successful merger between Inamed and Medicis, we additionally purchased a portion of Inamed’s stock, too.  Since Inamed has not yet reached the target price of $75.00 per share, so we purchased Inamed stock in order to attempt to capture this target premium.  As a result of our analysis, we purchased 1000 shares of Medicis at $65.92 per share and 200 shares of Inamed at $28.67 per share.  
The positive demographic trends are specifically important to Medicis and Inamed, as they are expected to dominate the niche market of cosmetic surgery.  According to the American Society for Aesthetic Plastic Surgery:

· surgical and non-surgical cosmetic procedures in the U.S. increased 44% in 2004 (11.8 million) 

· The number of non-surgical procedures grew 51% from 2003.  

· Estimates indicate lifestyle therapies and surgery will quadruple to almost $100 billion by 2015.

While we are confident in our decision, Inamed has suffered as a result of a surprise move by a federal advisory panel on Wednesday April 15th.  The committee approved a silicone-gel breast implant made by Mentor (MNT), merely one day after rejecting a similar device from Inamed.  Long-term safety was the key reason the advisory committee voted 5-4 against the latest Inamed application. Consistent with our research, analysts that followed the two implant companies believed Inamed had a better chance of gaining advisory committee approval.  Prior to the meeting, the FDA had characterized Mentor's data as "of limited value to address the rupture rate over the lifetime of the device."  After the decision to approve Mentor’s silicon-gel implants, their stock rose 77 cents (2.2%) to $35.33 in regular trading and then up another $3.87 (11%) after hours.  Unfortunately, Inamed fell $2.90 (4.4%) to $63.51 in regular trading and then lost another $3.21 (5.1%) after hours.  

However, our outlook for Inamed, considering the planned merger with Medicis, is still very optimistic.  Breast implants account for 56% of Inamed's business, and 39% of its $384 million in annual revenues was generated overseas where silicone-gel breast implants are legal. There will still be opportunity to gain the advisory board’s approval in the near future, and the company will also still be able to sell its saline implants.  Obesity products accounted for 23% of Inamed's revenues in 2004, followed by various facial products, with 20% of revenues. The company expects obesity sales to grow by 30% this year, which could lead to similar overall sales growth for 2005 as result of Medicis’ plan to acquire the company.  Despite the recent news, we still anticipate a successful future for these two companies on account of the future synergetic merger and increasing market demand for the products of both diversified companies.

SELL:  AMGEN (AMGN)

Amgen, Inc. is a global biotechnology company that strives to discover, develop, manufacture, and market human therapeutics based on advances in molecular and cellular biology.  The company’s three main areas of focus are oncology, nephrology, and inflammation, and the company has five main therapeutic agents that account for over 90% of their product sales: Aranesp, Epogen, Neulasta, Neupogen, and Enbrel.  Based on recent revelations and questionable future prospects, we felt that Amgen was not a good investment for the Ann Rife Cox Portfolio.  

Amgen’s CEO, Ken Sharer recently revealed that Amgen would not continue its past phenomenal growth in 2005.  At the end of January, Amgen announced 

· Missing its 4th Quarter earnings estimates for 2004

· Falling short of analyst EPS estimates by three cents per share

Additional unfavorable news in regards to their product pipeline and the Vioxx scare cause us to question Amgen’s future growth potential and sustainability. 

· In mid-January, the FDA instructed Amgen to warn doctors that Aranesp, which accounted for $2.5 billion (23.7%) of their 2004 sales, can cause cardiovascular problems when administered in high doses.

· We speculated that Enbrel, Amgen’s arthritis drug, might be able to capture part of the market share of Vioxx, which was pulled as a result of its potentially mortal side effects.  However, the emergence of Abbot’s drug, Humeria, prevented Enbrel from capitalizing on Merck’s loss.

Additionally, our exposure to the biotechnology sector was reevaluated due to: 

· the climate of change for FDA regulation 

· Medicare reimbursement losses

· saturation of the market, and 

· movement towards an inefficient and more bureaucratic business model.  

Large biotech companies did very little in 2004.  They are no longer considered to be a current market leader with money now rotating out of this sub sector.   Our DCF indicates that Amgen is fairly priced.  As a result of each of these considerations, we recommended and therefore sold Amgen. 

EQUITY ACTIVITY – INDUSTRIALS
Industrials Sector Outlook

Capital Goods (Conglomerates) – The falling Dollar will continue to help international conglomerates.  However, the ISM index has continued to decline for the past six months, indicating a rough future ahead for conglomerates.

Transportation Services –The airline sector will continue to struggle as long as oil prices hold at high levels.  If a spike in the price of oil appears, the transportation sector will begin to feel the pressure on their bottom line.  One exception is the oil tanker sector.  As long as oil demand and prices stay high, the oil tanker sector should remain robust.

Materials (Chemicals, Raw Materials) –Petroleum is the main input for the chemical sector.  As the price of oil rises, chemicals have become more expensive.  Also, commodity prices have been climbing recently, helping raw materials makers.

Infrastructure- The ARC Fund does not currently have any exposure to the infrastructure sub sector. We believe that in a rising interest rate environment domestic infrastructure companies are not as attractive. However, we are bullish for the global infrastructure market. We believe that infrastructure companies with exposure to developing countries will continue to grow. Due to our analysis, we believe that the market has fully priced this sub sector, which is the reason that we lack exposure.
Sector Transactions

SELL:  United Technologies (NYSE: UTX)

United Technologies Corporation provides high-technology products and services to the building systems and aerospace industries worldwide. Its operations are classified into five principal segments: Otis, Carrier, Chubb, Pratt & Whitney and Flight Systems. Otis is an elevator and escalator manufacturing, installation and service company. Carrier is a manufacturer and distributor of commercial and residential heating, ventilating and air conditioning (HVAC) systems and refrigeration and equipment. Chubb is a global provider of security and fire protection products and services. Pratt & Whitney and the Flight Systems segments consist of United's aerospace businesses, and produce and service commercial and government aerospace and defense products. (Yahoo Finance)
The decision to sell UTX was based on our analysis that the market had overvalued United Technologies and that we were concerned about their long term strategy. We sold 850 shares of UTX at $97.45 in November of 2004. 
Expensive

Our model valued UTX 11% under the current market price. 

Tax Reimbursement

United Technologies increased profitability was the result of a tax reimbursement.

Management

We believed that their inorganic growth strategy was distracting them from their core manufacturing businesses. Also, their net operating margins were decreasing over the past five years along with increasing SG&A. At the time of the sell, UTX was considering another acquisition and was paying the lowest dividend yield of its competitors. 

Marine One

Sikorsky bet big on receiving the White House Marine One contract valued at $1.5 billion and solidifying their helicopter as the best in the world. We bet that UTX would lose out, which they eventually did to Lockheed Martin in January. 

Comanche Helicopter

Furthermore, the army terminated the Comanche Helicopter contract.

REDUCE POSITION: World Airways (NASDAQ: WLDA)

World Airways (WLDA) is a highly levered, low margin business who obtains most (78%) of its operating revenues from the United States Air Force (USAF).  While it is cheap on a P/E basis compared to its sector, we believed this was a function of the default risk of the airline industry. However, we still believe that there is potential in WLDA, as shown by our analysis. For these reasons, we reduced our exposure in order to diversify into another industry.

Continuing profitability expected


World Airways primarily flies U.S. military troops around the world.  With the continuing wars in Afghanistan and Iraq, we expect World Airways’ top line to steadily increase.

Risky business model

Because World Airways derives more than three-quarters of its revenue form the U.S. Government, if the wars in Iraq and Afghanistan end earlier than expected, World Airways may not be able to cover their debt payments.

Dilution of Equity

World Airways recently called all convertible bonds, thus increasing the number of common shares outstanding from 17.78 million shares to 24.5 million shares.

BUY: Top Tankers (NASDAQ: TOPT)

Top Tankers Inc. is a worldwide charter operator of a fleet of 24 tankers which specialize in the transportation of refined products and crude petroleum. We believe Top Tankers Inc. has positioned itself to profit from the high level of oil production and increase in world oil demand.

Increased Oil Demand-The IEA projects oil demand to grow by 1.8% in 2005 caused mostly by increases in demand from China and India.

Company Growth-Top Tankers is executing an aggressive growth strategy by acquiring more than twenty ships in the last two years.

High Spot Rates-Spot rates for crude oil tankers have climbed to record highs recently.  If the spot rates stay relatively high, there is room for Top Tankers to increase their earnings.

Investment Horizon-This is a short term play on the imbalance of demand for tankers and supply.  In the next year and a half more tankers are due to be launched and the imbalance will correct.  This is why this company should be held only for 8-12 months.

High Dividend Yield-Top Tankers currently pays a dividend that yields over 4.5%.  They are also considering a special dividend in 2005.

EQUITY ACTIVITY – TECHNOLOGY
Sector Overview
The technology sector can be broken down into several sub-sectors including communications equipment, computers and peripherals, information technology consulting and services, semiconductor equipment and products, and software.  Although IT has historically been known as a relatively volatile sector and the current economy illustrates a sluggish start for technology, the overall outlook still remains positive for the year.  For example, even in times of economic uncertainty, software remains a significant component of the global economy, generating annual revenues of approximately $75 billion.  The drive for greater efficiency and the increasing globalization of business markets spurs much of the spending, as companies must continue to invest in the hardware and software infrastructure that enables them to operate in increasingly competitive markets.  

Additionally, analysts are predicting massive consolidation within the industry due to a slowdown in overall growth rates for the sector.  Particularly vulnerable are smaller best-of-breed providers that specialize within certain niches.   Unlike their larger brethren that provide a broad array of products that address a variety of functions throughout enterprises, best-of-breed providers have no alternative plan if growth stalls in their particular industry.  As such, the decision to hold market leaders such as Microsoft, Cisco, and Dell seems to be a correct move for this year.  Analysts expect sector leaders to continue to gain share against second-tier competitors.  
Moreover, providers of IT services may have actually benefited from the recent economic swings.  The volatile economy has forced many businesses to cut costs wherever possible, accelerating the trend towards outsourcing some or all IT functions, which is often more cost-effective than internally managing IT assets.  Therefore, international exposure in firms such as Wipro appears to be a good bet.  

Altogether, the technology sector comprises 18.3% of our portfolio.  Although we only had one sell transaction during the year in Qualcomm, we feel that our holds are justified.  Also, relative to the portfolio, we were over-weighted based on our asset allocation structure.  Therefore, adding new positions was not in the best interest of the asset allocation standards that were set.  Currently, our exposure to the technology sector includes Cisco Systems, Microsoft, Cymer, Symantec, Dell, and Wipro.  As stated previously, several of these firms are sub-sector leaders that we feel will outperform smaller firms within the sub-sectors.  Others such as Cymer and Wipro give the portfolio exposure to smaller industries as well as international exposure.

Transactions
Sell: Qualcomm
Qualcomm, Inc. develops, designs, manufactures and markets digital wireless telecommunications products and services based on its code division multiple access (CDMA) technology.  The Company develops and supplies system software for wireless voice and data communications, global positioning system (GPS) products to wireless device and infrastructure manufacturers.  We felt that fundamentally the stock price was not justified.  On a valuation basis, the market stock price was overvalued by more then 108% compared to our intrinsic valuation. By using a conservative nominal terminal growth rate of 5%, similar to the expected growth of the overall economy, a price of $19.25 was calculated. If the wireless industry is able to grow at least twice the overall economy thus allowing for a growth rate of 8-10%, the average value of the stock would be in the range of $35-44.  

Another sign of a continued sluggish demand for Qualcomm products can be seen in the increased inventory buildup at the handset manufacturer level. Inventory buildup in this manner is usually a sign of demand concerns. Deceleration similar to this has taken place in markets such as India, as well as other countries. If demand does not increase and stabilize in the coming periods, Qualcomm’s revenue and earnings growth will continue to take a major hit.  Also, missed estimates of revenue and earnings projections have plagued Qualcomm in the recent quarter. We feel that the results of the sluggish demand mentioned earlier will not provide the revenue growth needed by Qualcomm. Royalty revenue, an integral part of Qualcomm’s revenue composition, was down close to 10%. Due to the high margins provided by the royalty business, gross margins for the previous quarter fell down to 70% from the previous 72%.    

Also, over the course of the last 12 months, insiders at Qualcomm have sold over 5 million shares according to research compiled by Bloomberg. Though some may argue that insider stock sales are usually done for reasons of diversification or profit-taking, in the case of Qualcomm, roughly one-half of the 5 million shares sold have taken place in the last 3 months. There have been over 3 million shares sold and only 17 thousand bought in the last half year.  It seems that management believes, as do we, that Qualcomm has reached its peak and now is the best time to get out.

Hold: Symantec
Also in the Information Technology sector, we are staying invested in anti-virus, anti-spam, and anti-spyware/adware security software because they show no overall signs of slowing down. As the masses increase their awareness of the essential need to protect their home computers, their large company computer systems, and their extensive networks from potential threats, security software providers will continue to grow. Computer users are realizing that the damage caused by many of these threats can be much more costly to repair than the expense of a well integrated anti-virus program. Microsoft recently announced its jump into the security software business and we see a bright future in their move to integrate Windows with virus protection. In our portfolio, we also decided to hold Symantec for another year, although there was a swift price drop this year due to Microsoft’s public announcement to compete in the anti-virus industry. After some recovery, Symantec is looking strong for the future due to projected sales increases from new and very sophisticated anti-spam and anti-spyware programs. 

In summary, Symantec Corporation is a provider of software, appliances, and services designed to help individuals, small and mid-sized businesses, and large enterprises secure and mange their information technology (IT) infrastructure. The software branch of Symantec looks to be the most promising. Computer users are growing weary of spam e-mails and spyware pop-ups slowing down their web surfing and clogging up their processor speed; Symantec’s software is pushing to solve these problems without each user having to become a computer security expert. In addition, customers are also unhappy with standalone products that only address one aspect of their security needs; many users are running as many as four separate programs to fully secure their computer. The reason we are holding Symantec is because they are pushing to lead their industry by meeting the need for a single program that is a fully integrated security solution and provides powerful protection from spyware, spam, viruses, worms, and hacker attacks.

Hold: Microsoft
Microsoft Corporation develops, manufactures, licenses & supports a range of software products, including scalable operating systems, server applications, worker productivity applications and software development tools. They have recently ventured into the console video game market with the “Xbox.” One day Microsoft will rule the world. We chose to hold Microsoft in the portfolio because of its solid financials, steady revenue growth, and future growth potential. Microsoft is about to release its new operating system and that will drive sales because it is a faster, more efficient, user-friendly, and more secure operating system. Microsoft is still the dominant force in the operating system market and that is not to change in the near future. 

Holds: Dell, Wipro, Cymer, Cisco

Conclusion

The end of 2004 and the beginning months of 2005 proved to be a rather sluggish market for the technology sector. Overall growth in the sector was flat with the established market leaders continuing their domination of the industry and their respective sector. Due to the fact that the Cox Portfolio was currently holding these dominant market leaders, it was not beneficial to rid ourselves of these positions. However, the remainder of 2005 may allow for the proper timing of the liquidation of the smaller industry holdings.  
FIXED INCOME
The 2005 class inherited a 2004 fixed income portfolio with 2.95 year duration. The low duration reflected the previous class’ attempt to hedge against rising interest, a bet that did not materialize last year.  This year, we altered the existing portfolio to achieve a higher duration and yield.  

Strategy

Currently, 25% of the portfolio is allocated to fixed income.  This year, we raised the duration of the fixed income portfolio to 4.04 years, which is still shorter than the Lehman Brothers Aggregate Bond Index duration of 4.34. The duration of the fixed income portfolio will drop over the coming year to about 3 years giving the portfolio an average duration of 3.5 years. We achieved this high duration and yet underweighted the longest maturity sub sector.  We wanted additional exposure to agency issues and to industrials. The final fixed income portfolio is still underweighted in mortgage sector securities. We avoided this area because as we believe that it is highly sensitive to interest rate changes.  The exhibits below display our final holdings in contrast with the Lehman Aggregate.

Transactions

We bought a Caterpillar Inc., a bond with a high duration, to gain exposure to the industrials sector.  Additionally, this bond, which boasts an S&P credit rating of A, brings our portfolio closer to the Lehman Brothers Aggregate Bond Index credit score.  We additionally bought a Federal Farm Credit Bond, which functions to increase our exposure to agency issues and to balance the duration and yield of our portfolio.  

	Holding
	Duration
	Yield
	Weight
	Weighted Duration
	Weighted Yield
	Face Value
	Market Value

	IADB
	1.89
	3.40
	10.6%
	0.20
	0.36
	$70,200
	$63,867

	Treasury STRIP
	3.183
	3.593
	52.0%
	1.65
	1.86
	$313,156
	$312,780

	GNMA Pool
	2.71
	4.70
	4.7%
	0.13
	0.22
	$28,035
	$28,547

	Caterpillar Inc.
	9.49
	5.36
	16.5%
	1.57
	0.89
	$100,000
	$142,794

	Fed Farm Credit
	3.00
	4.16
	17.0%
	0.50
	0.69
	$100,000
	$104,955

	Cash
	0.00
	0.00
	0.0%
	0.00
	0.00
	$0
	$0

	Total
	
	
	100.00%
	4.04
	4.01
	$605,194
	$652,943

	Lehman
	
	
	
	4.34
	4.38
	
	


Holdings

Inter-American Development Bank (IADB) (Duration: 1.89; Yield: 3.4)
IADB, which is the oldest and largest regional, multilateral development institution, attempts to accelerate economic and social development in Latin America and the Caribbean.  This bond boasts a high credit rating (AAA) and functions to give our portfolio international exposure. 

Federal Farm Credit (Duration: 3; Yield: 4.16)
The Federal Farm Credit Banks Consolidated System offers a complete line of credit and related financial services to agricultural and aquatic cooperatives, rural utilities, and other eligible customers nationwide.  This bond mainly functions to increase our agency issue exposure. 
Caterpillar Inc. (Duration: 9.49; Yield: 5.36)
Caterpillar competes in two different markets of the industrial sector: machinery and engine production. Their machinery division designs, manufactures, and sells construction, mining and forestry machinery. Their engine division designs, manufactures and sells engines for Caterpillar machinery, electric power generation systems, and locomotives. This bond, which has a duration of 9.49 years, increases the aggregate duration of our portfolio.  Additionally, this bond, which has an S&P credit rating of A, gives our portfolio industrial exposure.

Ginnie Mae Pool (Duration: 2.71; Yield: 4.7)
Mortgage-backed securities (MBS) are pools of mortgages used as collateral for the issuance of securities in the secondary market. MBS are commonly referred to as "pass-through" certificates because the principal and interest of the underlying loans is "passed through" to investors.  The interest rate of the security is lower than the interest rate of the underlying loan to allow for payment of servicing and guaranty fees.  We held this security as a result of its strong credit rating and our desire to maintain our exposure in the mortgage sector. 
United States Treasury STRIP (Duration: 3.183; Yield: 3.593)
When a Treasury fixed-principal note or bond or a Treasury inflation-protected security (TIPS) is stripped, each interest payment and the principal payment become a separate zero-coupon security.  Each component has its own identifying number and can be held or traded separately. STRIPS are also called zero-coupon securities because the only time an investor receives a payment during the life of a STRIP is when it matures.  This holding provides our portfolio with treasury exposure.
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Fixed Income Value $605,194

Sector Exposure

Lehman 

Aggregate 

12/31/04

Cox 

Portfolio 

2/2/05

Cox 

Portfolio 

4/20/05

TREASURY 24.70% 35.00% 51.70%

AGENCY 11.00% 17%

MORTGAGE 35.10% 3.20% 4.70%

ABS/CMBS 4.40%

INDUSTRIAL 11.10% 16.50%

FINANCE 7.90% 3.60% 5.30%

UTILITY 1.70%

Foreign 4.10% 3.60% 5.30%

Cash 0.00% 54.70% 0.00%

Total Fixed Income 100.00% 100.00% 100.00%

Maturity

Lehman 

Aggregate 

12/31/04

Cox 

Portfolio 

2/2/05

Cox 

Portfolio 

4/20/05

CASH 0.00% 54.70% 0.00%

0 TO 3 YEARS 21.10% 7.10% 27.10%

3 TO 5 YEARS 23.80% 38.20% 56.40%

5 TO 10 YEARS 42.30% 16.50%

Greater than 10 12.80%

Portfolio Duration 4.34 2.9 4.04

Total Fixed Income 100.00% 100.00% 100.00%

Credit

Lehman 

Aggregate 

12/31/04

Cox 

Portfolio 

2/2/05

Cox 

Portfolio 

4/20/05

AAA 77.24% 45.30% 83.50%

AA 2.78%

A 9.78% 16.50%

BAA1 10.20%

Sub-Grade 0.00%

Portfolio Yield 4.38% 3.6 4.01

Total Fixed Income 100.00% 100.00% 100.00%

Fixed Income Portfolio vs. the Lehman Aggregate

Cox Portfolio


PERFORMANCE SUMMARY
In evaluating the performance of the Ann Rife Cox Portfolio, we used a blended benchmark consisting of 70% Wilshire 5000 and 30% Lehman Aggregate designated by the University.  The allocation benchmark is a benchmark that mimics the allocation decisions of the portfolio.  In addition, annual portfolio performance has been displaced by four months to start in May so as to accurately match the timing of portfolio possession from one class to another.  Looking at the data for the past 6 years, the Ann Rife Cox Portfolio has outperformed our 70/30 benchmark.  (Exhibit A)  Last year’s allocation of 80/20 has yielded positive excess returns which have helped greatly to boost the one and six year average returns.  

	Annualized Compound Return Over Various Time Intervals

	Years
	Cox
	70/30 Blended Benchmark
	Allocation Benchmark
	Wilshire 5000
	Lehman Aggregate
	90 Day T-bills

	1
	14.5%
	10.2%
	10.9%
	12.6%
	4.3%
	1.2%

	3
	4.1%
	6.0%
	4.8%
	5.5%
	6.2%
	1.3%

	6
	4.8%
	3.8%
	3.2%
	2.4%
	6.2%
	3.1%


(Exhibit A)

In 1999, Cox Portfolio had returns of over 30% largely as a result from overexposure in the telecom/technology sector.  The next year, 2000, showed results almost in the exact opposite direction, with large negative returns as the telecom/technology bubble bursts.  In 2001, Cox returns were about equal with 70/30 blended benchmark of 6%.  2002 returns were lower than the benchmark as the economy in general went into a recession.  In 2003, the Cox Portfolio rebounded with positive returns but our conservative allocation caused us to lag the 70/30 benchmark.  Last year, with a stronger equity position of 80/20, the portfolio continues with returns well above our benchmark as well as our allocation benchmark.  

To further examine the portfolio’s performance, we ran four regression analyses.  These regressions were run to determine our portfolio’s alpha which is important in our analyses since the Jensen’s alpha measures excess return after controlling for systematic risk.  The regressions were run over the past six years to stay consistent with the returns shown above.  In the first regression analysis, we contrasted the excess returns of the Cox Portfolio over the risk free rate with the excess returns of our 70/30 passive benchmark.  In the second regression analyses, we used the Cox Portfolio’s excess returns over the risk free rate with the excess returns of a passive benchmark that allocated itself in such a way as to mimic our own allocation decisions.  By using a benchmark with our own allocations, we can focus on that excess return which is a function of security selection rather than asset allocation. (Exhibit B)

	Jensen Performance Attribution for Cox: Past 6 Years

	 
	Market Index Surrogate

	 
	70/30 Benchmark
	Allocation Benchmark
	Wilshire 5000
	FF Multifactor

	Alpha (% per year)
	1.131
	1.910
	2.146
	1.964

	Beta(market)
	1.098
	1.030
	0.760
	0.775

	Beta(size)*
	
	
	
	0.004

	Beta(BTM)**
	
	
	
	0.032

	R2
	0.818
	0.841
	0.823
	0.830

	* Positive coefficient means a tilt toward small cap stocks
	 

	**Positive coefficient means a tilt toward value-oriented stocks



     (Exhibit B)

Over the past six years, the Ann Rife Cox Portfolio has done well by outperforming its benchmarks and by creating performance measures that are statistically significant.  However, the primary goal of the Portfolio Practicum course is to educate and train the students in portfolio management rather than to maximize performance.  The experience of applying academic knowledge to real world investment decisions has yielded returns that are priceless.  We trust that the University agrees with us that the learning experience offsets the occasional allocation or stock selection mistake.
THE UNDERGRADUATE PORTFOLIO PRACTICUM ONLINE
The analyst reports that underlie all of our recommendations can be found on our website;

http://people.smu.edu/undergrad_practicum.  This site also contains an archive of reports and analysis from previous years.  Have a look!   
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Exhibit 2:  Optimal Asset Allocation Graph
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				Name		Unit Cost		# of Shares		Total Cost		Current Price		Market Value		UR Gain/Loss		As a %

				BBVA		$16.28		6000		$97,668.00		$16.45		$98,700.00		$1,032.00		1.06%

				Wells Fargo		$47.55		900		$42,795.00		$60.51		$54,459.00		$11,664.00		27.26%

				Bear Sterns		$67.14		1000		$67,140.00		$97.75		$97,750.00		$30,610.00		45.59%

				AIG		$64.94		760		$49,354.40		$52.50		$39,900.00		-$9,454.40		-19.16%

				As of 4/14/05
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