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BEYOND THE HEADLINES:
NOT SO BAD A YEAR AFTER ALL

Volume VII, Number 4 January, 2001

The year 2000 started off strong but finished with a number
of frightening stumbles.  The fourth quarter saw small to
very large declines in virtually all investment arenas.  Most
of the pain suffered for the whole year occured in this final
quarter.

Surprisingly, perhaps, because of the broad asset class
and geographic diversification of most of our clients'
portfolios, their results for the full year tend to range from
approximately flat to only small, single digit declines
despite the notorious drops of this last quarter in some of
the more volatile investment sectors.

Still, for many investors this is the first loss year; and for
some of our newer clients who missed the generally
positive first quarter, the declines this year have been more
than a little disconcerting.  So, even if portfolios are
performing better than the screaming headlines have
caused many to fear, no one is happy about winding up the
year with less.
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Our Report Card

As we look back over the past year, we're gratified that we
got a number of things right.  Our clients and other readers
of this Commentary know that we had been skeptical of the
sustainability of the outsize performance of large cap growth
stocks, especially in technology, and, very especially, in the
internet arena.  So, we are pleased that our cautionary
stance toward technology and our focus on small cap and
"value" orientations kept many clients from even worse
results.  As we discuss below, small cap stocks did far better
in 2000 than large, and value significantly outperformed
across all US asset classes.

The bursting of the internet bubble this year was
devastating to many investors, but had little impact on most
of our clients.  We hope that the investing public learns
some important lessons form this debacle.  Economic
fundamentals simply cannot be ignored for long.  Earnings,
or at least their reasonable prospect, do count.  The
importance of a new technology does not mean that every
participant will succeed; in fact, the reverse is probably true:
the greater the prize, the fewer the probable long-term
winners.  The good news in all this, perhaps, is that it all
happened so fast.  The whole dot com mania came and
went over only about 24 months.  Like having a fever that
breaks after a day or so, investors may now be a little
groggy but well enough to move on to more realistic
expectations.

On the other side of the ledger, we wish we could be
prouder of our enthusiasm for overseas investment for
2000.  In 1999, our clients' overseas commitments were the
stars of their portfolios.  EAFE was up over 27% in 1999 and
emerging markets were up over 66%!  2000 was not a
repeat of that happy result.  Much of the problem in
developed markets occurred in Japan, where the yen has
recently declined against the dollar and where the equity
market, reflecting the economy, stubbornly refuses to re-
ignite.  European performance was also generally weak,
especially in the telecom, technology and media sectors
and was exaggerated for US investors by the deterioration
of the euro over the course of the year.  As we anticipated,
the euro did make a strong come-back in the 4th quarter of
2000 (up 6.9%), resulting in a more modest overall decline
in general overseas markets during this past quarter.
Through early January, the euro is up over 15% from its low
in mid-October.

Emerging markets were especially disappointing this past
year, giving back much of last year's gains to yield negative
aggregate results for the past several years.  This high
degree of volatility caused us to carefully reconsider both
the long-term wisdom of investment in these markets and
our choice of funds to pursue these opportunities.  We have
concluded that, despite their recent disappointments,
commitments to these markets continue to be attractive
over the long term.  Even after this year's down-draft,
compound annual returns from emerging markets are in
excess of 9% for the past 25 years.  Nevertheless, some

changes to our line-up of emerging markets fund managers
are in order, as we discuss in articles to follow.

The Year Ahead

Clearly, the pace of the domestic economy is cooling, faster
and more emphatically than almost anyone anticipated
even a few months ago.  We're not sure, however, that the
dreaded "R" word is appropriate at this point.  It's interesting
to note that "recession" was coined as a euphemism for
"depression", which itself was a euphemism for the "panics"
that occasionally gripped the economy in the 1800's.
Perhaps we need a new euphemism: a "slowdown" or a
"slow-grow" to reflect what may be happening now-a slower
rate of still positive growth.  Recall that a "recession" is two,
consecutive quarters of negative growth.  Since the 4th
quarter of 2000 appears to have yielded positive, though
slower growth, we won't know whether we're in an actual
recession till mid-year 2001.  

Nevertheless, an economy abruptly decelerating from a 5%
growth rate to only 2 or 2.5% can certainly feel like a
recession.  Whatever slowing, or even reversal, we're
experiencing now may not last that long.  Given the speed
at which our increasingly information-based economy and
increasingly integrated global capital markets can respond,
changes in direction can move much faster than the history
of past recessions may suggest.

Further, we expect the Federal Reserve to remain very
diligent in its efforts to keep the economy on an even keel;
we're quite confident that at least one more interest rate
reduction will follow the "surprise" move made right after the
turn of the new year.  On the fiscal side, Congress and the
new administration will at least talk about tax reductions.
And even if any actual reductions are small and not made
retroactive to the first of this year (i.e. deferred into 2002 or
later), the prospect of more cash will likely foster a more
positive outlook for consumers…and for investors.

Nevertheless, there is ample support for pessimism as the
new year unfolds.  Equity valuations are still very high by
historical standards:  the S&P 500 carried a P/E ratio of
about 24 at the turn of the year, down from its high, but still
well above its already robust average of about 18% for the
past ten years.  Longer term, the current disparity in S&P
500 P/E ratios is even worse.  The NASDAQ, still at about
a 100 multiple, defies explanation.

From this point, then, growth in the broad US stock market
would rely on growth in corporate earnings (here, recent
trends aren't encouraging).  And any substantial growth
would also require multiples even higher than today's.
While we believe that the greater productivity of the US
economy and the structurally lower yields on fixed-income
alternatives can support higher than historical multiples,
we're skeptical of how much higher those multiples can
sustainably go from the already high levels they still enjoy.
Interest rate reductions and tax relief can only go so far.

Technology stocks may face the peculiar and (we hope



temporary) risks of California's current energy crisis.  While
the bulk of their operations may be located elsewhere,
some of the most influential names in the technology sector
are headquartered in California.  "Rolling brownouts", or
worse, affecting the offices and homes of the key decision-
makers in these companies can't be a recipe for their
optimism.

So 2001 may yet turn out to be a positive year for equity
markets, besting fixed-income returns and outstripping
inflation, but we will be surprised if the absolute results are
very strong.  It may be time to be very happy with overall
returns in the 8 to 12% range that history suggests is the
norm.  Further, it seems likely to us that continued
emphasis in 2001 on the overseas, small cap, and value
themes will serve our clients' portfolios well.

Tim Kochis, Editor

TRICKED, FOOLED, DUPED?…YES AND NO!!

By the end of the 2000, the performance of several asset
classes had us feeling as though the downward spiral
would never end.  But the story isn't quite as bleak as that.
Surprised?  Here are some of the highlights.

Small Stocks Outperform Large

Now there's a headline you haven't seen in a while.

Returns. The overall return of the large cap sector was far
less than spectacular in 2000, with the S&P 500 weighing
in at a -10.1% (without dividends). What is surprising is that
the broad market was much stronger in 2000 than in 1999
when the S&P returned a positive 21.1%.  From January 1,
2000 to years' end, 56% of the stocks in the index
advanced, with the median stock gaining 10.2% compared
to a 2.1% median stock loss in the previous year. And if
technology is excluded, the index was down only 0.4%. Not
surprising is that tech's weakness this year has cut its
weighting in the S&P to 23% from a high of 34%.

In the small cap arena, the benchmark Russell 2000 had a
negative return of (only) 4.2% (without dividends). While a
loss doesn't appear to be noteworthy, it is the first time in
many years that smaller capitalization stocks have
outperformed larger cap stocks, albeit through a less
negative return. While investments in small caps have not
paid off as handsomely as other asset classes in recent
years, it is worthwhile to remember that this asset class has
tended to "pop", with the majority of its return being
achieved in narrow time frames.  We believe there's plenty
of room left for small cap to outperform.

Volatility. It felt like the roller coaster ride that would never
end. . .yes? Your portfolio would "inch up" to the top only to
fall back at neck-breaking speeds. At least that was what
one was conned into feeling. In fact, the 16.0% volatility in
the S&P 500 was 4% less than the historical average of
20.1%, as measured by the monthly standard deviation of
S&P 500 returns since 1926.

Illustration A

Small stocks' volatility tipped the scales the other way. It
outpaced the historical average by nearly 7% (at 40.4%, a
20% increase over the historical average of 33.7%).  As the
graph shows, however, most of the last decade has been
very "serene" compared with longer historical experience.
2000's volatility may merely be a reversion to that more
tumultuous mean.

Illustration B

A Great Year for Value

"Value" investors and "growth" investors share the same
general strategy of buying great companies…the major
difference between the two investment styles is that value
investors are looking for bargains:  companies that operate
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Large Cap Market Volatility
Recent Stock Market Volatility Far Lower than

Historical Average: S&P 500
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in an industry currently out of favor or companies where the
market has overreacted to bad news specific to that
company.  For the last few years, growth investors -
especially those working in the large cap arena - captured
the success of the high flying technology companies and
left value investors in the dust, making many people
question whether value investing really had a place in the
"new economy".  

Well, 2000 proved that value investing still presents a lot of
merit.  Investors who remained loyal to this style were
rewarded for their perseverance.  In fact, as illustrated
below, in the large cap arena, "value" was positive in every
quarter of 2000, outperforming growth in three of the four.
This was especially dramatic in the 4th quarter, as the year
closed with the collapse of all things with the flavor of
growth.

The story was even more favorable for small cap stocks,
where value dominated the performance of growth in all
four quarters.  

For the year, value trumped growth in the large cap realm
by more than 29% (-22.42% for the Russell 1000 Growth
Index vs. 7.01% for the comparable Value Index) and by
nearly 45% in the small cap investment world (-22% for the
Russell 2000 Growth Index vs. 22.83% for Russell 2000
Value).  

Some commentators now speculate that the value style of
investing will continue to pay off as the market recovers
from the recent bursting of the tech bubble.  Value plays
rewarded investors in the '70s as a response to the end of
the reign of the "Nifty 50", and also did extremely well for a
prolonged period of time after the energy crisis in the early
'80s.  Our clients shouldn't need "value" to be this strong a
winner to do very well in coming years.  We plan to keep
our clients' US equities allocations invested in both the
growth and value styles so that we can take advantage of
whichever style dominates from time to time.  However,
true to the long-term evidence of performance in small
caps, we continue to expect value to get the better of
growth in that arena over time, so we plan to continue our
general overweighting to value in clients' small cap
exposures

Sandi Bragar
and Jane Zaloudek

TAX LOSS HARVESTING AND

OTHER YEAR-END MANEUVERS

Those of you who closely watch transactions in your
accounts may have been mystified by a flurry of activity in
this past quarter.

The volatility of the markets in 2001 provided numerous
opportunities for harvesting tax losses and avoiding mutual
funds' taxable distributions.  This was especially true for
overseas and emerging markets funds; and the
opportunities were most widely available to our newest
clients, without embedded gains in their holdings from prior
years.

The basic strategy, begun in late October and early
November, was to sell one fund in an asset class to capture
the tax loss and then purchase another fund in the same
asset class in order to stay fully invested.  To avoid violating
the "wash sale" rule (and thereby having to postpone the
tax benefit of the realized loss), the same security cannot
be purchased 30 days or less before or after it is sold at a
loss. A very similar asset can be purchased immediately.
Normally, violating the wash sale rule is not desirable, but
in one case this year (Navellier Aggressive Growth) we
determined that it was in fact the best course of action
(continued on page 5).

Quarterly Small Cap Performance (Year 2000)
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Quarterly Large Cap Performance (Year 2000)
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Trading started with the sales of two of 1999's best
performing funds, Acorn International and Artisan
International.  Both of these funds expected to make
taxable distributions in mid-November in excess of 10%
and we decided to take losses where we could before the
ex-dividend date, investing the proceeds from these sales
in Deutsche International.  Since our strategy involved
selling any loss positions in Deutsche by Monday,
December 4th (to avoid its large taxable distribution), the
Acorn and Artisan transactions all had to be invested in
Deutsche by November 1st to avoid violating the wash sale
rules.

The next sale was Pilgrim Emerging Markets , which was
scheduled to distribute approximately 11% of its net asset
value on November 15th.  The proceeds from this sale
were invested in SSgA Emerging Markets fund.

Early in December we unwound the November Artisan and
Acorn transactions by selling Deutsche and going back to
Artisan and Acorn International, just ahead of Deutsche’s
December 4th distribution.

The next large sale involved another one of 1999's best
performers, Janus Overseas.  The fund was planning a
16% distribution December 14th.  Since our plan called for
investing the proceeds temporarily in Artisan International,
the sales of Janus were co-ordinated so that proceeds
could be invested in Artisan without violating the wash sale
rule for Artisan losses realized early in November.  

Perhaps the most difficult trade involved Navellier
Aggressive Growth even though few clients had losses.
The fund was expecting to distribute up to $3.70 per share,
more than 20% of the net asset value of the fund, and all of
it in the form of short-term capital gains (taxed at ordinary
income rates).  Due to the size and nature of the
distribution, we were prepared to sell any positions with
losses and even those with no more than a small gain
rather than retain these positions and accept that large,
fully taxable distribution.  The plan was then to immediately
repurchase Navellier with proceeds from the gain positions
(no "wash sale" rule for gains).

Because the actual distribution was still undetermined on
the ex-dividend date, we were on the phone with
representatives at Navellier and the fund's accountants
throughout the day.  In the end, the distribution came in at
the high end and we executed all of our proposed trades
(losses and small gains).  However, due to a sudden drop
in the price (partly due to market conditions, partly in
anticipation of the distribution), we actually incurred losses
in some of those "gain" positions.  To realize those brand
new, very small losses for tax, we would have to stay out of
the fund for 30 days.  In the end we decided to repurchase
the fund the next day even where we had losses.  The
"losses" thus disallowed were added to the basis of the
repurchased shares.     

The large drop in markets in November gave rise to new
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WRAPPING UP YEAR 2000

Although the year 2000 has come and gone, there
are still a few things on our to-do list, and maybe on
yours, to conclude the year.

Retirement Accounts. You can still establish and
make contributions into certain retirement accounts
for the year 2000.  Refer to the following table for the
establishment and/or contribution deadlines:

Retirement Establishment        Contribution
Account Type Deadline Deadline

Traditional IRA April 15 April 15

Roth IRA April 15 April 15

SEP Tax filing date,        Tax filing date,
incl. extensions       incl. extensions

Simple IRA Jan 1 thru Oct 1      E’ee: Jan 30
of tax year                 E’er: Tax filing date,
(too late for 2000)   incl. extensions

Profit Tax year-end Tax filing date,
Sharing Plan (too late for 2000)   incl. extensions

Money Tax year-end Tax filing date,
Purchase Plan (too late for 2000)   incl. extensions

Defined Tax year-end Tax filing date,
Benefit Plan (too late for 2000)   incl. extensions

Income Taxes.  To assist you in filing your year 2000
income tax returns, Kochis Fitz plans to send
Realized Gains and Losses and Expense Reports for
each taxable account directly to your accountants,
starting in mid-February, unless you have specified
otherwise.  If you haven't yet, please provide us with
name and phone number of your tax preparer as
soon as possible to expedite this process.  

You should also forward Form 1099s (including any
revised forms) that you receive from brokerage firms
(including Charles Schwab & Co., Inc.) directly to
your preparer.  The reports we produce are intended
to serve only as a supplement to the official Form
1099s.

Young S. Kim
Investment Operations Supervisor
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tax optimization opportunities in December in shares of
S&P 500 funds.  We decided to sell loss positions and buy
another S&P index or exchange traded fund (ETF) with the
proceeds.  Generally, Schwab S&P 500 shares went to
S&P Depository Receipts (SPDRs), and SPDRs went to
iShares.  Sales took place on December 28th and 29th.
The new positions were purchased after January 1st.  Thus
some clients will see some unexpectedly large cash
positions on their December 31st statements.  This timing
was to take advantage of the new tax law that lowers the
long-term capital gains rate to 18% (from 20%) for assets
acquired after 01/01/01 and held for at least 5 years.  While
we aren't relying on there being no change in tax law in the
next five years, we believe that it is appropriate to be set up
to take advantage of the current law for our clients where it
makes sense to do so.  Since these new 2001 purchases
were funded by selling 2000 losses, we achieve a tax
benefit on both sides of the new year; and if there is to be
a portfolio position that might actually be held for more than
five years, we believe that it's likely to be some version of
the domestic large cap index.

Kacy Gott

FUND WATCH

Domestic Large Cap
In an effort to reward its largest and most long-tenured
shareholders, the Vanguard Group recently introduced a
new share class for several of its index mutual funds,
including the popular S&P 500 Indexand the Extended
Market Index funds.  Dubbed "Admiral shares," qualifying
investors can convert existing positions to benefit from
lower internal expenses than available in retail shares.
Shareholders who have held at least $50,000 of a
qualifying fund for ten years, $150,000 for three years, or
$250,000 for any length of time are eligible for the tax-free
conversion.  We will convert eligible Vanguard funds to
Admiral shares during the first quarter.

As Kacy Gott reported above, we also took advantage of
some tax-oriented trades in index or index-like S&P 500
holdings as the year turned.

DFA Funds

We are pleased to see that our adoption of the "tax-
managed" versions of our DFA funds (DFA Tax Managed
Marketwide Value for large caps and DFA Tax Managed
5-10 Value for small caps) has succeeded.  Not only did
those funds produce far lower taxable distributions than
their non-tax-managed sister funds (used in IRA's and
other tax deferred accounts), they were unexpectedly
among the best performers among all of our choices even
on a pre-tax basis.

Emerging Markets

Over the past several months, we've been carefully
reviewing our overall position in developing markets
overseas…and the specific choices of funds we employ in
clients' portfolios.

We spoke with the managers of all of our emerging markets
fund choices this quarter to discuss the recent
disappointing performance of this asset class and to
reevaluate our confidence that these managers still offer
the best exposure to emerging markets.  This and other
research ultimately led us to conclude several things:

1)  emerging markets remain an attractive asset
class;

2)   the most effective way to reap the potential of this
class is to use dedicated "emerging markets" mutual
funds for a meaningful part of the overall target
exposure, and not rely solely on the more
opportunistic forays into emerging markets by broad-
based overseas funds; and

3)  two of our current fund choices needed to be
replaced.  They are Pilgrim Emerging Countries
and a longtime holding, Templeton Developing
Markets.

The decision to leave Pilgrim was relatively easy, as the
manager responsible for its respectable record left the fund
recently due to a merger and was replaced by a new
management team with less sharply focused attention on
emerging markets and a less compelling performance
record in any event.

Leaving Templeton was a much more difficult decision.
Templeton's manager, Dr. Mark Mobius, is a legend in the
field of emerging markets investing.  His funds were among
the first emerging markets funds available to retail
investors, and he has since helped build a strong research
team at Templeton.  Moreover, despite the difficulty in
emerging markets during the late 1990s, Mobius' long-term
record remains solid.  Predictably, Templeton's early
success attracted attention to his various funds, and the
asset base he manages now approaches $4.5 billion.  We
feel that the burden of this large asset base impedes
Mobius' ability to nimbly respond to changing market
conditions and opportunities.  We believe that this factor
can be of great importance in the ever-shifting sands of the
emerging markets. Dr. Mobius responds that the magnitude
of assets in his emerging markets funds are actually a
competitive advantage, as he can gain unparalleled access
to target companies' management, and he can afford a
large and diverse team of analysts.  While we agree that
these are key factors, we are ultimately not persuaded that
they overcome the detriment of lost flexibility that results
from the fund's sheer bulk.  Consequently, we decided to

CONTINUED ON PAGE 8
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QUARTERLY RESULTS: 4th QUARTER 2000
3 Years

4th Quarter 12 Months Annualized
2000 to 12/31/00 to 12/31/00

CLASSIC HEDGE
* Kochis Global Diversified Investors, L.P. -8.4% -4.4% 7.4%

LARGE CAP: Domestic
Index Benchmark Index: S&P 500

Benchmark Fund: Vanguard Index 500 -7.8% -9.1% 12.3%

* Schwab 500 -7.8% -9.2% 12.1%
* Schwab 1000 -8.2% -8.1% 12.3%

Value Style Benchmark Index: S&P 500/BARRA Value
Benchmark Fund: Vanguard Value Index Fund 1.7% 6.1% 11.0%

Berkshire Hathaway 10.3% 25.7% 15.6%
* DFA Large Cap Value 9.8% 10.2% 8.9%
* DFA Tax Managed Marketwide Value 8.1% 10.9% N/A

Artisan International -5.0% -10.6% 28.9%
* Deutsche International Equity -5.9% -19.7% 9.2%
* Janus Overseas [Closed] -13.7% -18.6% 20.7%

Growth Style Benchmark Index: S&P Small Cap 600/BARRA Growth
Benchmark Fund: Vanguard Small Cap Growth Index Fund -6.4% 1.6% 7.1%

* Brazos/JMIC Small Cap Growth -4.0% 5.2% 17.9%
Navellier Aggressive Growth -10.4% 3.1% 18.9%

Benchmark Index: MSCI Small Cap Emerging Markets
Benchmark Fund: DFA International Small Company Portfolio -4.2% -5.4% 7.6%

* Liberty Acorn International -13.2% -20.0% 18.3%

EMERGING MARKETS

Benchmark Index: MSCI Select Emerging Markets Free
Benchmark Fund: Vanguard Emerging Markets Index Fund -11.7% -27.6% -1.4%

* Pilgrim Emerging Countries -14.0% -31.8% -1.9%
* SSgA Emerging Markets -13.7% -30.0% -1.0%
* Templeton Developing Markets -8.2% -31.7% -5.4%

* PREFERENTIAL ACCESS THROUGH KOCHIS FITZ

SMALL CAP: Domestic

SMALL CAP: Developed Overseas

Value Style Benchmark Index: S&P Small Cap 600/BARRA Value
Benchmark Fund: Vanguard Small Cap Value Index Fund 7.6% 21.9% 5.7%

* AXA Rosenberg US Small Cap 2.4% 5.2% 5.1%
* DFA Tax Managed 5-10 Value 1.4% 12.7% N/A
* DFA US 6-10 Value -2.0% 9.0% 4.5%
* Longleaf Partners Small-Cap [Closed] 5.9% 12.8% 9.8%

LARGE CAP: Developed Overseas

Benchmark Index: MSCI EAFE
Benchmark Fund: Vanguard Total International Stock Fund -3.9% -15.6% 8.2%



remove both Pilgrim and Templeton from client accounts
and find replacements.

We selected T. Rowe Price Emerging Markets to replace
the more "growth-oriented" Pilgrim Emerging Countries
and Oppenheimer Developing Markets fund to occupy
Templeton's former spot as our "value-oriented" fund.  Both
funds are sponsored by very stable organizations that have
distinguished themselves as capable international
managers and have developed solid research teams.  Just
as important to us, the funds are quite small - both have
under $200 million in assets - which ensures that the
managers have the flexibility to pursue their best ideas
unhindered by a portfolio large enough to be unwieldy in
some of these thin markets.

Fundamental research and "bottom up" stock selection is
the focus of both funds' decision-making processes.  The
funds' managers seek to identify companies with excellent
prospects for sustainable, long-term earnings growth and
generally favor firms with proven management teams and
a leading, defensible market position.  Allocation to specific
countries and regions is driven largely by stock selection,
but, as a risk management measure, both funds employ a
secondary "top down" screen that limits investments in
countries with poor macroeconomic prospects.

While the research processes employed by both T. Rowe
Price and Oppenheimer are similar in many respects, there
are a number of differences that distinguish the funds from
one another.  The principal distinction between the
managers is their willingness to pay for growth.  T. Rowe
Price's management team seeks blue-chip companies with
very strong growth prospects, and is willing to pay a
premium price for anticipated future growth.  Consequently,
the fund sports a portfolio heavily weighted toward growth
industries such as technology, telecommunications, and
media.  As you know from our more general comments, this
focus would give us pause, so we're pleased that "value" is
also a concern to both funds' managers who stayed away
from many of the most speculative names during the global
technology rally and subsequent crash of the last two
years.  Like T. Rowe Price, Oppenheimer's manager,
Rajeev Bhaman, seeks rapidly growing companies.  In
particular, he looks for companies likely to benefit from the

four broad global trends of restructuring, new technologies,
aging, and the large emerging middle classes in some of
the world's most populous countries.  Bhaman's preference
for purchasing stocks when they are temporarily "out of
favor" with the market, instead of when they are
experiencing positive momentum, gives the fund a stronger
value tilt.

Bhaman also differs from T. Rowe Price's team in other
important respects.  He usually holds approximately 65
stocks (with nearly half the portfolio in the top 15 or 20)
versus the more than 130 names often found in the T.
Rowe Price portfolio.  This less-diversified approach results
in greater portfolio volatility, but we like the idea that
Bhaman is concentrating his research on his highest
conviction ideas.  Further, Bhaman often finds great values
among unknown small companies, which contrasts with T.
Rowe Price's preference for larger companies.  These
differences in approach lead us to believe that the funds
will complement each other well in a diversified portfolio.

Consequently we took this opportunity to revisit our current
practice of dividing most clients' emerging markets
allocation equally among three funds.  The rationale for
using three funds was to provide an extra measure of
diversification in this volatile arena.  However, this extra
diversification is not as important for clients who make a
smaller target commitment to emerging markets.
Consequently, we will use only Oppenheimer and T. Rowe
Price, in tandem, for clients whose target emerging markets
allocation is five percent or less.  We will use the continuing
fund choice, SSgA Emerging Markets, for clients who
allocate more than five percent of their portfolio to
emerging markets.  In those cases, we will equally allocate
that larger target commitment among the three funds.

We will implement these changes in client accounts
throughout the first quarter.

Greg Schick 
and Brett Gookin
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As we began to explore in this venue last year at this
time, holders of stock options sometimes feel
overwhelmed by the complexity of options.  In our
experience, option holders tend to focus narrowly on
the income tax and securities issues surrounding an
option exercise while overlooking the appropriate
strategic role of the options as a means of achieving
financial objectives.

Last year's market downturn in technology, and
particularly in internet companies, rudely reminded
option owners that stock options are not an automatic
wealth machine -that all you do is turn them on and
they make money.  Many individuals blithely
exercised incentive stock options early in 2000 and
held the underlying stock in the belief that prices
could only move higher, only to find that their
alternative minimum tax bill exceeds…in some cases
substantially…the value they can reasonably hope to
extract if they sell the shares soon.

Stock Option Strategy

As planners, we focus our clients' attention on the
strategy aspect of option planning.  Most of the rest is
really just arithmetic.  That arithmetic can be
organized in a fairly simple way to run tax projections,
calculate future values, and project certain threshold
future prices, at certain future points, which make a
particular course of action appropriate or not.  As
many of you know, we have developed a web-based
analytical tool to perform these calculations.

Still, the more challenging, and important, part is on
the strategy side of things.  The key is identifying the
role that stock options play in the context of an option
holder's overall portfolio.  Does the option wealth
represent, as a matter of size, a small portion of the
portfolio or is it large?  In many companies,
particularly in the "new economy", options have
become a substantial part of the core compensation
package.  Moreover, many option holders also own
significant amounts of the underlying stock outright,
so it becomes crucial to account for that total
exposure to a concentrated position.

Whether large or small, what role do the options
position play within the client's overall array of
objectives?  Is capturing the option wealth the means
to send the client's children to the school of their
choice?  Is it the difference between being able to
retire at a comfortable level at an early point or
needing continued employment for a longer period of
time and/or enjoying a less desirable standard of
living?

It is increasingly the case that options are an
important part of clients' accomplishing their most
crucial goals, because options are now taking the
place of what had formerly been more straightforward
forms of compensation--like cash.  For those clients,
getting the strategy right is crucial.

In contrast, at the other end of the "role" spectrum,
some very fortunate clients have tens of millions of
dollars of option wealth, on top of substantial other
diversified wealth in their portfolios.  For them, the
option wealth may be completely discretionary.  So,
their need to reduce the risk of that option potential is
largely theoretical.  For them, capturing that wealth
makes little or no difference to the accomplishment of
any of their important objectives.  While no one would
be happy to watch that excess wealth
disappear…without purpose…it does present an
opportunity for deliberately high-risk investment…or
an opportunity to give that wealth away.  See our
remarks last year regarding transferring options to
members of one's family.

Sell or Hold?

As illustrated in the diagram below, stock option
strategies generally flow along two basic paths.  One
strategy is to exercise options in order to increase the
holding of the company stock (the left branch of the
Decision Tree).  Because most clients are aware of
the dangers of concentrating too much wealth in the
fortune of one company, this strategy is usually
employed only out of necessity or due to an appetite
for the potential payoffs of high risk.  Many senior
corporate executives are not really permitted to sell
the stock of their employer.  Others genuinely believe
that the stock under option is the best investment
opportunity available.  In these cases, the general
tactic is not to exercise the options until just before
they expire.  Let the wealth opportunity grow without
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OPTIMIZING STOCK OPTION WEALTH:
2ND INSTALLMENT

Stock Option Decision Tree

Purpose For Option Exercise?

Exercise to hold . . . to increase long-term
stock ownership

Exercise to sell . . .  to reap current profit

General Rule:  Delay exercise until near
expiration. . . unless

General Rule:  Delay exercise until “attractive
bargain element” arises

Exceptions to the General Rule

• Stock Holding Requirements

• Higher ordinary income tax rates

• Confident of appreciation at LTCG rates

• Section 280G (golden parachute) excise taxes

• Persistent AMT from ISOs

Once threshold bargain element arises,
calculate breakeven future stock prices to
justify further delay in exercise or current
exercise to start capital gain holding period

If not confident of
future price,
exercise and sell
now

If confident of future
price, ¶  delay
exercise, or · exercise
and hold for 1 year, as
appropriate



any cost along the way.  There are several
conventional reasons why you might want to go early
(and here, the thresholds or parameters can be
readily calculated); but if your strategy is to increase
the holding of the stock under option, the general
tactic is not to exercise until just before expiration.
You thereby postpone all costs to reap the confident
or hoped for growth in value.  

The other strategy is much more common and is the
one we typically encourage our clients to adopt.  It is
to exercise the options and then sell the stock (the
right branch of the Decision Tree) in order to capture
the current profit represented by the difference
between the market value of the stock and the
exercise price of the option.  

Diversification Strategy

Clients are often motivated to follow this strategy to
diversify the concentration risks that those options
might present.  There, the analysis becomes almost
purely mathematical, driven by the opportunity rate
on other investments.

Such a client might say, "Well, if I am going to
diversify away from this one position, then I am going
to invest somewhere else."  So, what is the
opportunity rate that the client expects to enjoy on
those alternatives?  As planners, we have to be very
careful about selecting those opportunity rates
because of the leverage that is an automatic feature
of a stock option but doesn't apply to an alternative.
This leverage creates an interesting mathematical
reality.  The stock under option will always - repeat,
always - be able to underperform the rate selected for
an alternative within the same period of time and still
achieve the same financial result.  

For example, if you believe a reasonable market
alternative rate is 10%, the stock under option might
be able to produce equivalent results by growing at
only 5.5%!  Moreover, the greater the leverage in the
option, i.e., the smaller the bargain element, the more
this advantage applies.  So, we encourage our clients
to add a risk factor premium to the market alternative
opportunity rate to exert more pressure on the price
of the stock under option.  We do this to compensate
both for the unique risk inherent in a single-stock
holding as well as to overcome the option's leverage
advantage.  With no upward risk-adjustment in the
opportunity rate, the numbers, taken at face value,
will rarely justify the diversification imperative.

Consumption Objectives

A different but very common motivation is to exercise
in order to spend - to be able to send the kids to
school, to buy the vacation home, or to retire early -
whatever consumption objective may be involved,
from the noble to the self-indulgent.  You exercise
options…in order to sell the resulting stock…in order
to spend the money.  

Under this strategic direction, the driver of the
arithmetic does not lend itself to an easy decision.
Here, it may be useful to recall a concept from college
microeconomics courses: "utility."  Utility is
subjective: the benefit or satisfaction to an individual
expected from a choice or course of action.  It is
idiosyncratic to every option holder.  Nevertheless,
when analyzing options, it's helpful to try an express
utility as a rate of return, perhaps, or as a threshold
rate.  If a client desires to spend money on a very
important personal objective (a place on the beach in
Hawaii or sending the kids to an Ivy League school,
whatever it may be), that objective may have a utility
that could be measured in terms of say 50%, or 60%,
or even 100% "opportunity" rates.  Those extremely
high thresholds drive what the stock under option
would have to do in order to cause the client not to
take the money currently available to buy the desired
objective off the table now.  In other words, to
postpone the gratification of whatever it is that the
client intensely wants to spend that money on, the
calculated stock performance requirement must be
very strong indeed.

So, if a client really wants to spend the money, we
may have to use an entirely "imaginary" opportunity
rate in order to reflect the actual utility function.  For
an option with moderate leverage, we might start at
about 30 percent, which would mean that the stock
might (only!) have to do 18, or 20 percent to better
that.  That really puts the stock to the test.  What
stock can reliably be expected to do 18, 19, 20
percent?  Not many.  

- -   -
Optimizing stock option wealth fundamentally relies
on understanding what clients want to do…and how
badly they want to do it…with that potential wealth.
The rest can be reduced to relatively simple
arithmetic.  We can help…both with that
understanding and, of course, with the arithmetic.

Michael Fitzhugh
and Tom Tracy
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