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Finally Something Happened!
Well, after watching paint dry for the 2nd and 3rd Quarters, the markets finally
woke up. The uncertainty caused by the geo-political factors, primarily the
Presidential election, created an incredibly stagnant market environment for most
of 2004. Fortunately, once some of the uncertainty was removed, the markets
responded by posting a strong rally in the 4th Quarter. There is no question that
one of the greatest enemies of the stock market is “not knowing.” In this case,
what mattered to the market was that we elected a President, without a debacle
like 2000. Not only did the people elect a President, but he was elected with both
a popular vote majority and an Electoral College victory. While some market
participants preferred one candidate over another, what they really all wanted
was a clear winner.
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The response to this was a very sharp rally in all of the major stock indices. For
the quarter, the S&P 500 index rallied by more than 9% and the Russell 1000
Growth index gained almost 9%.
This resulted in a gain for 2004 of
approximately 10.8% for the S&P and just over 5% from the Russell 1000
Growth. We are very pleased to report that all of our portfolios had very good
absolute and relative performance for the year. The Cornerstone Portfolio
increased by approximately 11% and the Concentrated Cornerstone Portfolio
grew by more than 17%. Our strong performance was a result of good stock
selection. We are pleased with the way that our companies performed for the
year and that strong operating performance was reflected in their stock price.

RONALD D. ORMAND
RICK TRAFTON

AMARILLO OFFICE
320 South Polk, Suite 301
Amarillo, Texas 79101
806-371-9233

One of the things that surprised people was how little volatility there was in 2004.
Certainly some stocks may have moved around a bit, but the overall market
experienced VERY low volatility by historical standards. The 2004 stock market
was one of the least volatile in the last 40 years. The good news about this is that
there was not the kind of wild gyrations that we have grown to expect. Therefore
the market was fairly reflective of the performance of the underlying business that
it represents. It is well known that last December we thought that our companies
would grow cash flow by approximately 15% in 2004 and that there was 5-7% risk
to valuations. As a result, we felt that the market could potentially return between
8 and 10%. As it turned out, those numbers were fairly close to reality. The
results of the market were very solid for the year and were extremely favorable
when compared to the rate of inflation or other possible investment vehicles such
as bonds and money market investments.

All of this is history, though. What about the future? What can we expect from 2005?
There are a number of very important factors which affect stock prices. We will touch on
only a few that we believe will be the key drivers for the year. We will always stay
focused on company specific fundamentals as our primary decision-making tool, but we
will discuss some of the factors which we consider with regard to our assumptions on
valuations.
1. Corporate Profits – Companies will continue to grow their profits in 2005.
However, they will do so at a slower rate of growth than they did last year. As
discussed last quarter, the key for companies today is identify ways to increase
revenue. This continues to be a challenge. The good news is that companies,
as a composite, have used their large amounts of cash flow to improve their
balance sheets and to increase their dividends. As you can see from Figure 1
below, the net debt to capitalization of the S&P 500, ex- Financials, is at the
lowest level it has been in more than 15 years. It has declined from 47% to less
than 33%. With these improved balance sheets, most companies are now in a
position of financial flexibility that should serve them very well in the future.
Figure 1 – S&P 500 ex- Financials Net Debt to Capital

2. Inflation – While inflation is increasing, it is not accelerating at a rate that causes
us tremendous concern. Most of the inflation we see is coming from increased
energy and raw material costs caused by growth in worldwide demand. This
demand spiked and is now settling down to a more normalized level. We do not
see inflation being a major problem in 2005.

2

3. The U.S. Dollar – Following the serious decline in the second half of 2004, the
dollar appears to be stabilizing. We anticipate the dollar will remain in a broad
trading range at more or less the same level as it is today.
4. Interest rates – This is probably the second most important variable we consider
with regard to valuations, behind profits. We expect that the Federal Reserve will
continue to increase the Fed Funds rate to a more normal 3% rate, from the
2.25% level it is today. We also believe the increased level of economic
expansion, pressures from inflation, a weakened U.S. dollar, the deficit, etc. will
cause the 10 year Treasury Bond to move from its current level of 4.19% to
approximately 5%. This is probably the variable that we have the least amount of
confidence in. We can actually build a pretty good case that the 10 year may
actually stay pretty much the same, if the economy stays on its current course.
5. Current Stock Market Valuations – While this may make us sound like a
broken record, we feel valuations are reasonable today. After the strong rally of
the 4th Quarter, valuation metrics are certainly not as favorable as they were in
July, but they don’t cause us tremendous concern. Since 1940 when P/E
multiples begin the year in the 18-20 range, the average return in that next year
is 7%. Naturally, 7% is not a number to get extremely excited about. However, it
is still greater than current yields on bonds and cash. Valuations are always very
difficult to predict, but we feel that they will contract by approximately 5-7% this
year.
That is a natural lead-in to what we expect for 2005. As most people know, we do not
like giving predictions as to what the broad market will do. Reporters always ask,
though, so we must therefore be prepared to give an answer. We always provide our
answer based on what we expect from our portfolio companies. Based on what you
read above, we expect reasonable profit growth with a slight decline in valuations. All of
that adds up to moderate, but positive, expectations. We believe our companies will
grow cash flow by approximately 12% this year, and that valuations may decline by
5-7%. This would give us a return expectation in our portfolio of 5-7% plus dividends.
The greatest variable we see in that forecast is valuation risk. We have a high level of
confidence that our companies will achieve the 12% cash flow growth, but we can build
a strong case that valuations may decline by as much as 10% or actually increase,
based on privatization of Social Security, etc. Naturally, we hope that the markets will
yield greater returns and that companies will grow cash flows by larger amounts, but
based on what we know today, we are comfortable with these numbers.
Two interesting observations we will point out. Dividend yields and valuations for the
largest companies are at fairly extreme levels. The relative valuation metrics of the 25
largest companies are at levels that indicate these companies are very inexpensive
when compared to other stocks.
As you can see from Figure 2 below, the Relative Dividend Yield of the 25 largest
companies in the S&P 500 is at the highest level it has been in more than 20 years.
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Figure 2 – Relative Dividend Yield of the 25 Largest S&P 500 Companies

The same extreme reading is evident in the Relative P/E ratio that is illustrated in
Figure 3.
Figure 3 – Relative P/E Multiple of 25 Largest S&P 500 Companies
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These observations are very interesting to us. Obviously, as a Large Cap manager, we
are excited to see our universe of stocks at more reasonable valuations than other areas
of the markets. We believe this will allow us to continue to be able to find excellent ideas
in our universe and allow us to earn solid returns for you and our other investors.
We are excited about what 2005 is going to bring. Please let us know what we can do to
serve you better.
All my best,

Christopher Alan Zook
Chairman and Chief Investment Officer

DISCLAIMER
This summary is for information purposes only and does not constitute an offer to sell or a solicitation of an offer to buy any securities
and may not be used or relied upon in connection with any offer or sale of securities. The information and statistical data contained herein
have been obtained from sources that we believe to be reliable but in no way are warranted by us as to accuracy or completeness. CAZ
Investments is a registered investment advisor. The firm maintains a complete list and description of composites, which is available upon
request. PAST PERFORMANCE IS NOT A GUARANTEE OF CURRENT OR FUTURE RESULTS. Inquiries regarding performance or
any other questions should be directed to CAZ Investments at 713-403-8250.
CAZ Investments has prepared and presented this report in compliance with the Performance Presentation Standards of the
Association for Investment Management and Research (AIMR-PPS®), the U.S. and Canadian version of the Global Investment
Performance Standards (GIPS®). AIMR has not been involved with the preparation or review of this report.
The CAZ Cornerstone Equity Composite contains fully discretionary diversified equity accounts. In addition to a management fee,
some accounts pay an all-inclusive fee based on a percentage of assets under management. Other than brokerage commissions, this fee
includes portfolio monitoring, consulting services, and in some cases, custodial services. The minimum account size for this composite is
$100,000.00. The CAZ Cornerstone Equity Composite was created August 17, 2001. Performance prior to August 17, 2001 occurred
while the management team was affiliated with a prior firm and the portfolio managers were the only individuals responsible for selecting
the securities to buy and sell. Compliance with the AIMR-PPS has been verified firmwide by an independent accounting firm from August
17, 2001 through the last calendar quarter. Verification is in process for the most recent quarter. In addition, a performance examination
was conducted on the CAZ Cornerstone Equity Composite beginning January 1, 1999. A full disclosure presentation, including the
Independent Accountant’s Report and the Annual Disclosure Presentation, is an integral part of this presentation and available upon
request.
The U.S. Dollar is used to express performance. Results are based on fully discretionary accounts under management, including
those accounts no longer with the firm. Non-fee-paying accounts are not included in this composite. Balanced portfolio segments are not
included in this composite. Leverage is not used in this composite. Composite policy requires the temporary removal of any portfolio
incurring a client initiated significant cash inflow or outflow greater than or equal to 25% of portfolio assets. The temporary removal of such
an account occurs at the beginning of the month in which the significant cash flow occurs and the account re-enters the composite the first
full month after the cash flow. Additional information regarding the treatment of significant cash flows is available upon request.
Returns are presented net of management fees and include the reinvestment of all income. Prior to October 1, 2001, accounts in the
composite were charged an all inclusive wrap fee. Net returns for this period have been reduced by all fees and transaction costs incurred.
As of January 1, 2002, actual fees are used to calculate net performance results. A firm fee schedule is an integral part of a complete
presentation and is described in Part II of the firm’s ADV, which is available upon request. Wrap fee schedules are provided by
independent wrap sponsors and are available upon request form the respective wrap sponsor.
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