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Vindicating our clients’ willingness to remain invested despite
the deep fear caused by the terrorist attacks of last September,
investment markets staged a substantial rebound. Every asset
class performed well, some especially so, like small capitaliza-
tion domestic stocks and emerging markets overseas (even with
Argentina’s severe financial difficulties). While value–oriented
small cap stocks have been market leaders for several quarters
now, it’s been quite a while since emerging markets have shone.
Small cap stocks generally managed a tiny gain for the year
2001, as a whole, but almost everything else produced sizeable
losses…for the second year in a row.

Will we have a “three–peat” for 2002? On balance, we don’t think
so. The last two years have, in our view, pretty thoroughly cor-
rected the market psychology excesses of the late 1990’s. The
terrorist threats to world–wide investment equilibrium may have
been the culminating event, leading to a newly more rational set
of expectations. We have survived and seem determined to sur-
vive despite the many risks that remain. And, we have history on
our side; there haven’t been three straight years of US market
declines (measured by the S&P 500) since 1939-1941.

Still the US and much of the rest of the world is now in reces-
sion. Layoff announcements are everyday headlines and the US
unemployment rate has jumped from under 4% to very nearly
6% (a rate, by the way, thought to be “full employment” by most
economists not long ago). Corporate earnings are still weak and
even the previously resilient residential real estate market is
slowing down. And, of course, the war against terrorism, though
with some early successes, is far from over. The worldwide mod-
ern economic system could be attacked again; we are still very
vulnerable to real pain and real damage, even if we can no
longer really be shocked.

There also is little left in the arsenal of remedies. After 11 rate cuts
during 2001, the Federal Reserve has almost no further room to
provide additional monetary support. With the rapid disappear-
ance of budget surpluses and the return of partisan wrangling
(except regarding the anti-terrorist war), neither further tax cuts
nor spending stimulus seems likely anytime soon.

Nevertheless, there is an emerging consensus that the worst is
already behind us…or at least is soon to be…with recovery
becoming obvious within the first half of 2002. More reasonable
stock valuations, the cumulative stimulus of those earlier interest
rate cuts, income tax cuts taking hold in actual paychecks, the
benign energy price environment, and virtually no inflation could
combine to produce good economic performance in this coming
year. Investment markets, as they often do, are now perhaps
anticipating the good news to come.

However, we’re not sure that they aren’t still a little over–enthu-
siastic about it. We believe that any short–term prognosis is
fraught with risk. Investors could be very disappointed again in
2002. And, as we discuss below, we’ve become convinced that,
longer term, returns for equity markets are likely to be at least
somewhat lower than we had assumed in the past…and a good
deal lower than many investors had come to expect.

Tim Kochis, Editor
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The Equity Premium and 
Capital Market Expectations

The “equity risk premium” has been a hot topic over the past year
in the investment world. The discussion has focused primarily on
the question: what level of return can investors reasonably expect
in the future from stocks in excess of the return from a risk-free
asset? The growing consensus among many highly regarded
finance professors, institutional investment practitioners, and
wealth managers for high income/high net worth individuals is that
future equity returns may be lower…much lower in the eyes of
some…than the long-term historical nominal average (approxi-
mately 10.7% for the S&P 500 from 1926-2000).

The idea that future returns could be less than 10% comes as a
shock to many investors in the market who—according to numer-
ous polls—still think it’s reasonable to expect to earn annual
returns of 15% or even more in the future. And while virtually no
seasoned wealth manager believes that investors should
expect…going forward…to earn the very high returns of the past
few decades, the prospect of earning returns even lower than the
long-term average is an idea worthy of serious attention.
Comprehensive wealth managers, like Kochis Fitz, use expecta-
tions of future returns for two very important purposes: (1) for long
term planning purposes, to determine a rate of return that has a
high probability of achievement, and (2) to assist in coaching
clients to make appropriate decisions about risk and return trade-
offs when determining the long-term strategic asset allocation for
their portfolios. Consequently, we have spent a great deal of time
thinking about and researching the equity risk premium issue.

After carefully reviewing and testing the ideas, theories, and fore-
casts from a broad range of respected investment professionals and
a large body of academic literature, we have, at length, developed a
viewpoint on the equity premium issue. Perhaps unsurprisingly, we
have decided to lower, somewhat, our already reasonably modest
expectations of future stock returns. We think doing so is a sensible
course of action in the current investment environment. But as you’ll
see below, our estimate of future returns is by no means pessimistic.
We’re confident that future economic growth, corporate earning
power, and fundamental risk and return relationships will yield a rea-
sonably attractive equity return; just not quite as good, perhaps, as
history alone would indicate. To implement this new thinking we also
decided to develop…for the first time…our own full set of capital
market return expectations rather than rely on a third party source.

We are now using these lower return expectations in the long-range
capital needs projections we do for new clients and as we update the
financial plans of existing clients.

We decided to develop our own capital market expectations for
several reasons: (1) to be completely comfortable with the long-
range return assumptions we use in our financial planning work;
(2) to ensure that that return viewpoint is consistently integrated
into clients’ financial planning projections and actual investment
plans; and (3) to develop return expectations that are more stable,
year to year, in an attempt to reflect long-run economic relation-
ships. In the past, we relied on expert third party sources for return
expectations; however, those return estimates were tied to only a
five-year horizon which could, at times, result in estimates that may
be out of sync with more durable expectations. We continue to use
third party risk and correlation estimates because we believe those
statistics are more stable and less influenced by near-term events.

Probably Only Minor Impacts for Clients’ Plans
Before discussing our new return expectations, we want to under-
score that the results of this effort probably won’t result in any sig-
nificant changes to clients’ actual investment plans. In part, that’s
because we have always used fairly conservative return assump-
tions in our long-range planning work. But even those returns were
based on the long-term averages. In recent year, we grounded our
equity return estimate for the S&P 500 around a historically
demonstrated 50% probability premium over inflation of 7%. (The
equity premium can be measured in different ways: most practi-
tioners express it as the return above inflation, while most aca-
demics specify it as the return over a risk-free asset whose return
includes inflation and a real risk-free rate. For simplicity, we have
always expressed it in terms of a premium over inflation).We would
next reduce that 7% premium to 5% because history indicated that
investors could expect to realize that rate of annual return about
70% (instead of just 50%) of the time over long horizons. Adding
the 5% adjusted inflation premium to a 3% inflation rate produced
an 8% nominal expected equity return that served as the corner-
stone for the long-range capital sufficiency analyses that we pre-
pare for clients. Although using a higher or lower return is some-
times appropriate for some specific client situations, the 8% figure
applied most of the time.

Our new return expectations assume a 50% probability of a 6% pre-
mium over inflation: only 1% lower than we assumed in the past. (To
give you a sense of where on a spectrum our 6% figure falls, at a
recent conference of experts the estimates averaged 5.3%, ranging
from 2% to 7%). Next, we reduce that 6% premium to 4.25% to get
back to a 70% probability rate. Tack on 3% inflation and you arrive
at a 7.25% nominal return expectation at a 70% probability level.
Bear in mind that 7.25% is the return expectation for a portfolio
composed of large cap domestic stocks; higher risk asset classes
have higher return expectations as we illustrate in Table 2.
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Table 1 Old Expected New Expected
Equity Return Equity Return

Inflation 3% 3% 
Inflation Premium 7% 6%
50% Probable Return Expectation 10% 9% 
Adjustment to Yield 70% Probability ( 2%) (1.75%)
Net Equity Return Expectation 8% 7.25% 

Large cap domestic stocks are just one of many asset classes that
are available for clients to draw upon when constructing optimal
investment portfolios. We strongly believe that a lower equity premi-
um will not impair the fundamental positive relationship between risk
and return in well-functioning capital markets. Consequently, adding
small cap and international equities (particularly international small
cap and emerging markets) should boost risk-adjusted returns above
the 7.25% figure over very long time frames. Our return expectations
for different asset classes are consistent with that fundamental rela-
tionship, estimating extra rewards for investing in more volatile asset
classes and lesser rewards for accepting lower levels of risks:

Table 2 Nominal Return 
Expectations

50% Probability

Cash 5.00%
Fixed Income 6.00%
Real Estate 8.30%
Domestic Large Cap 9.00%
Domestic Small Cap 10.50%
International Equity 9.75%
Emerging Markets 11.00%
Inflation 3.00%

While we haven’t developed an explicit return expectation for inter-
national small cap stocks, we think it’s reasonable to assume a
level of return approximately equal to domestic small cap.

What About Fixed Income?
All this discussion of equity returns doesn’t mean that we’re ignor-
ing fixed income investments. Table 2 also shows that we think it’s
reasonable for investors in cash equivalents and fixed income
securities to earn returns that are now closer to equity returns than
before. Consequently, we expect to see somewhat larger commit-
ments to fixed income in the portfolios of our more risk-averse
clients. Given the immense historical variability in the average
returns for cash and bond investments, this slightly greater nod to
fixed income implicitly assumes that inflation remains under con-
trol. The Federal Reserve has done an excellent job managing
inflation for the past few decades. Our expectations assume that
the Fed’s solid performance will continue.

We plan to review and reconfirm these return expectations on an
ongoing basis, and although we don’t expect to make significant
changes, the investment world never stands still, so some adjust-
ments over time are likely.

Tom Tracy

How’s Your Concentration?
The fall of Enron has quickly become one of corporate America’s
biggest disappointments. In just a year’s time, one of the stock
market’s darlings collapsed from its near-$90 per share high into
the pits of bankruptcy. The exact cause of the destruction has not
yet been determined, but it appears that a combination of serious
accounting errors, self-dealing transactions, and faulty debt access
triggered the company’s downward spiral. Fingers casting blame
have been pointed at everyone from the company’s top executives
to its auditors. In the midst of these problems and the haze loom-
ing around the people responsible for them, many of the compa-
ny’s shareholders and employees have been left in the dust with
their now nearly worthless stock certificates. Enron’s dirty laundry
is clearly not typical of most US companies, but the Enron stock-
holders’ experience does hold lessons for us all.

Concentration risk arises when a particular company, industry, or
asset class represents an overly large percentage of an investor’s
total portfolio. The danger behind concentration risk is that it caus-
es the total portfolio to be overly vulnerable to potential downturns
in that particular investment. There is no rule of thumb to indicate
how much is too much. This is largely determined by the individ-
ual’s financial objectives, overall resources, and appetite for…and
ability to tolerate…risk.

The greatest threat of over-concentration occurs when the diversi-
fied portion of an investor’s portfolio is not large enough, by itself,
to cover crucial financial objectives. If you already have enough
diversified investments to achieve key financial goals, you can
weather potential storms in any one position. Our long range finan-
cial planning work for corporate executive clients is often focused
on precisely this issue.

Concentrated stock positions are very often found in portfolios where
an investor works for a company that heavily uses stock-based com-
pensation programs. As attractive as this is for other shareholders, it
can be very bad news for the employee if not managed wisely.
Employees often have access to the employer stock in a variety of
ways: through stock options, restricted stock grants, employee stock
purchase plans, as an investment choice in their 401(k) plans – this
is where many of the non-executive Enron employees experienced
a lot of pain – and/or in a deferred compensation plan. Stock,
obtained through any of these means, causes an even greater
dependence on the employer’s success since the employee is
already relying on the company for salary, bonus, and perhaps also
for health insurance, life insurance, disability insurance…and on and
on. To also want to be an investor in the company requires a great
deal of confidence in the employer’s future success. This, of course,
is usually the case; otherwise, the employee would probably search
elsewhere for better employment, let alone investment opportunities.
Consequently, the potential concentration risk is usually masked by
the employee’s zeal, loyalty, and optimism for the company.

The impact of Enron’s collapse on its employee shareholders
reminds investors that having too much of what feels like a good
thing in your portfolio could be very detrimental to your financial
health. Instead, the more prudent approach is to avoid concentra-
tion risk to begin with or at least manage it as well as you can.

Diversifying holdings across different investment opportunities, so
that you aren’t overly susceptible to the potential, unforeseeable
problems of any one particular company, industry, or asset class is
perhaps the most basic piece of investment wisdom. It’s also one of
the most commonly violated.
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Happily, there are many ways for us to help clients cure over-con-
centrated portfolios. First, and most obvious, we encourage clients
sell enough of the concentrated position to reduce it to an accept-
able level within the total portfolio. For some corporate officer
clients this won’t work because they may be prohibited from sell-
ing the investment by a lock-up agreement, securities law restric-
tions, minimum stock holding requirements, or the realistic concern
that a sale would send negative signals to the market. In these
cases, we work with the client to develop a strategy to at least
avoid adding to the concentrated position. We also explore ways to
diversify the position without actually selling it. In some cases,
using margin to buy diversified assets is an easy fix. In other cases,
using private contracts such as collars and variable pre-paid for-
wards are helpful.

Of course, as a backdrop for all this direct effort, we help our clients
adopt a diversified asset allocation for the rest of their portfolio, so
whatever concentration risk does remain causes as little potential
damage as possible.

Sandi Bragar

Tax Loss Harvesting and 
Other Year-End Maneuvers

As we mentioned in last quarter’s Commentary, we have been
aggressive in “tax loss harvesting” to capture available tax losses.
The current or eventual tax savings that result are some consola-
tion for bearing actual portfolio losses in overall weak markets like
2001’s.

Our strategy often involves using the proceeds of the position sold
to purchase a fund with similar characteristics as a short-term
replacement. We use replacement funds, whenever appropriate, to
maintain exposure to the asset class rather than sitting in cash for
the minimum holding period (we must be out of the loss position for
at least 30 days to avoid violating IRS rules on “wash sales”). After
that 30 day period, we generally sell the replacement and return to
the original holding.

We should note that all of this takes place when we are unable to

use tax-deferred accounts to optimize the portfolio immediately.
There is no wash sale violation if we sell a fund in a taxable account
and buy it in a tax-deferred account within those 30 days, or even
on the same day. For example we can sell Artisan International in
a taxable account (buying Janus Overseas with the proceeds)
while simultaneously selling Janus Overseas (and buying Artisan
International with its proceeds) in the tax-deferred account.

In the fourth quarter we continued the process begun earlier in the
year. In October, for example, we sold “replacement” funds pur-
chased in September and we continued to aggressively convert
unrealized losses to realized as available throughout this last quar-
ter. As mentioned last quarter, realized losses can be used to off-
set gains in the current year, with unused amounts carried–over
indefinitely to future years. Consequently, we will be making a con-
certed effort this year to get copies of your 2001 tax returns in
order to note any net capital loss carryforwards we can use to your
advantage in 2002 or later years.

Many clients with primarily taxable portfolios may note cumulative
tax losses for 2001 greater than the actual net investment losses
for the year as indicated in year-end performance reports. This will
demonstrate that we’ve done what we can to optimize taxes over
the span of a year in which investment values went down (tax loss-
es captured) and up (gains retained). Clients with mostly tax-
deferred portfolios won’t see this disparity since we cannot capture
tax losses in IRA’s, Keogh plans, etc.

2001 Mutual Fund Distributions
Mutual fund transactions are greatly complicated in the fourth
quarter of any year because most mutual funds make distributions
of capital gains and dividends during the last three months of the
year. In most cases the mutual fund companies don’t know for cer-
tain what their distributions are going to be until just before the dis-
tribution date, so our investment operations supervisor, Young Kim,
and her staff are in constant contact with them. And, where it
makes sense, we sell positions to dodge nasty distributions and
then buy back when the coast is clear.

As a small reward for the downward performance of most markets
this year, almost all funds produced much lower capital gain distri-
butions for 2001 than they did in 2000. One important exception
was the small cap value funds category which performed very well
in 2001. Our best performing fund, DFA US Small Cap Value, paid
out nearly 17% of the fund in dividends and long-term capital
gains. Although we have been investing new client money in a
more tax-sensitive sister fund, for our longer term clients (with
large accumulated capital gains) we’ve held onto the fund. As a
result, in a few cases where the cumulative gains were less than
that 17% distribution, we sold shares ahead of the distribution and
moved to the sister fund, DFA Tax-Managed US Small Cap.

Kacy Gott

Overseas Investing...Dead, Ailing,
or very much Alive?!?!

While a degree of resuscitation would have been useful over the
past year to mitigate the “ailing” performance of this asset class
(EAFE was down about 21%), we believe that international
investing is on the road to recovery. Overseas investments are
showing signs of life, rewarding those who didn’t leave the asset
class for dead. Positive returns for this past quarter range from
about 4% to more than 15% for our fund selections in developed
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We’re moving!…Again!
In March, we plan to relocate our San

Francisco office to 60 Spear Street, between
Market and Mission. You may recall it wasn’t

too long ago that we moved to 530 Bush
Street. When we did so, we intended our stay

there to be short term as we rode out the
“irrational exuberance” of the San Francisco

real estate market. As the price of commercial
real estate returned to earth – it currently

hovers around 1997 prices – we decided the
time was right to take a new lease.

More details to come…



markets overseas and 24% to more than 28% for our emerging
markets managers. We believe that long-term investors who
remain committed to the overseas asset class will be well reward-
ed for their “staying power” as well as have an interesting ride
along the way.

While the news media have nearly overwhelmed us with daily
reporting on economic crises in Argentina and Japan, little atten-
tion has been paid to success stories or budding opportunities as
the foreign market landscape changes. The following are a few of
the more interesting developments.

The Euro Becomes Real
One of the most significant transformations is the introduction of
the euro as the common currency for the twelve participating
eurozone nations as of January 1, 2002. While it has taken a few
years for euro notes and coins to become legal tender, the eco-
nomic impact during the preparatory years has been significant.
For a country to be admitted to the euro club, inflation had to be
tamed, budget deficits reduced, and monetary policy surren-
dered to the independent European Central Bank. Smaller
emerging countries such as Ireland, Portugal and Spain have not
only survived these reforms, but are enjoying prosperity with
increasing GDP growth. The transparency of pricing with a com-
mon currency will reduce the cost of selling products and servic-
es across the eurozone continent. The transition to the euro
should lead to greater efficiency and profitability, as well as
increased business opportunities.

Enthusiasm for the euro has been tempered by the ongoing
strength of the dollar. It was originally hoped that the two would
trade at about par with each other. The euro, however, has fallen in
value against the dollar in each of the three years since its intro-
duction. It currently trades at about 90¢ or a 23% reduction since
1999. The decline in value has compounded the underlying nega-
tive returns of European markets. We agree with most economists
that the strength of the dollar cannot (and should not) last and that,
over time, the exchange rate of the euro will improve against the
greenback, enhancing returns on European investments for US
investors. Readers of this Commentary will recall that we’ve been
saying this for some time. We, too, are disappointed in the results
thus far but remain confident that a currency advantage will ulti-
mately enhance fundamental overseas returns.

Once the euro passes through its infancy and is recognized as an
important international currency, countries that have declined to
participate in the European monetary union will most likely come
on board. The near-term candidates are of course England and
Denmark. Several eastern European nations are hoping to meet
admission requirements soon, thus expanding the breadth and the
depth of this monetary union.

China: The Success Story of 2001
China’s market turned in 2001’s best performance by far: up near-
ly 93%, as measured by the DJ Global Index.

China’s admission into the World Trade Organization (WTO), end-
ing a 15-year quest for membership, was another major develop-
ment with very long-term significance. Entry into the WTO requires
China to lower average import tariffs by 5% and phase out import
quotas on industrial products within five years. Controls on foreign
investment in highly protected sectors such as financial services
and telecommunications will gradually be relaxed, resulting in pre-
viously unavailable investment opportunities.

Over the past 20 years, China’s economy has grown at a com-
pound rate of 10% per year and is now the 7th largest in the
world. They have accomplished this through reform of their
financial systems, privatization of state-owned enterprises (the
GDP of state-owned enterprises has been reduced to 30% from
70% in less than a decade), and attracting large volumes of for-
eign direct investment. Today, China is second only to the US in
attracting long-term foreign investment. A further and very sig-
nificant part of China’s success story is its internal consumer
confidence, which has been fueled by steady improvement in
the standard of living (the living space of the average
Shanghainese, for example, has increased more than 50% in
the last ten years), continual upgrading of the infrastructure, and
a stable currency.

Many economists agree that the aggregate demand of China’s
sheer size (1.3 billion people) will revitalize other Asian economies.
Taiwan’s economy is quite simply being absorbed into China’s.
Korea (another great market performer for 2001: up over 50%)
whose exports were once destined mainly for Japan, is now selling
mostly to China. This pattern is expected to extend to other Asian
countries as individual wealth in China grows.

Japan: A Study in Failed Policy Choices
Unfortunately, Japan’s economy remains deep in the doldrums and
consumer confidence refuses to come to life. A recent survey
revealed that 65 percent of the Japanese population feels insecure
about everyday life. Prime Minister Koizumi has initiated a reform
package, but the economy has been ailing for so long that a sig-
nificant improvement in the near-term is unlikely. Companies have
begun to divest themselves of underperforming business units and
to layoff unnecessary workers…a first, for many Japanese enter-
prises, but it’s still far too little.

Japan is not, however, entirely lacking in investment opportunities.
Individual companies continue to provide attractive opportunities.
The Japanese investments in our Kochis Global hedge fund pro-
duced an aggregate loss of less than a half percent for 2001, while
the Nikkei average was down 23.5% and the median Japanese
market-oriented mutual fund was down 29.8%.

Argentina’s Economic Woes
The latest trauma to attract investors’ attention is in Argentina. The
government has defaulted on $141 billion in public debt and has
devalued the peso by about 30%. Unfortunately, the country lacks
political leadership and there does not appear to be a clear-cut
plan to stabilize the country or its economy at this time. The good
news is that this appears to be, for now at least, an isolated
Argentine problem; Brazil and other South American countries do
not appear to have been drawn into this financial debacle.

Financial markets around the world saw this coming and long ago
discounted the short term results. Nevertheless, there is some
concern that Argentina’s longer term policy responses, including
possible trade restrictions, could set off a more generalized retreat
from the global free-trade regime. That would be bad news every-
where. Isolating a portfolio in US investment markets would not
necessarily shield one from the pain of the economic contraction
that could result.

Jane Zaloudek
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Manager Watch: Emerging Markets
This quarter, we examine the mutual funds that we use to imple-
ment our clients’ emerging markets allocations, and introduce a
new fund which will soon make its debut, where appropriate, in cer-
tain client accounts.

The emerging markets portion of our client portfolios are currently
structured with three carefully selected, complementary funds. The
SSgA Emerging Markets Fund (which only appears in the portfo-
lios of clients whose allocations to emerging markets are greater
than 5%; allocations of 5% or less use only the remaining two funds)
is a highly diversified, quantitatively managed fund which displays
several index-like characteristics. The T. Rowe Price Emerging
Markets Fund is also well diversified, but the fund’s country expo-
sure is a function of where the manager finds attractive values,
rather than the weights of an index (i.e., it uses a bottom-up
approach to portfolio construction). The Oppenheimer Developing
Markets Fund runs a much more concentrated portfolio than the
other two, and reflects the manager’s strong value bias.

Despite the nearly heart-stopping volatility of this asset class, each of
these three funds provided higher returns over the three years just
ended than either the S&P 500 index or their emerging markets
benchmarks. While this performance may well surprise many, it is the
expected long-term reward for patient investors. Emerging markets’
valuations are currently low on a historical basis, particularly relative
to developed market multiples. We are hopeful that this still low start-
ing point, combined with a likely global economic recovery, will give
rise to continued healthy returns over the next couple of years.

Most, though not all, Kochis Fitz clients have at least some expo-
sure to this asset class…although there have been times when they
might have wished they didn’t. These funds, which purchase secu-
rities in the developing economies of Latin America, Asia, Eastern
Europe, Africa and the Middle East, have reflected the inherent
volatility – and tremendous promise – of the world’s developing
economies. We continue to believe that judicious exposure to this
asset class will meaningfully increase portfolio returns, at accept-
able levels of volatility for long-term equity investors.

SSgA Emerging Markets Fund
Three year annualized return: 5.1%; 4th quarter 2001: 25.5%
Kochis Fitz began using this fund in client portfolios in the first
quarter of 1999.

Investment Strategy and Process. Brad Aham has managed
SSgA (short for “State Street Global Advisors”) since 1999. This
broadly diversified fund holds about 400 stocks, closely reflecting
the construction of the International Finance Corporation
Investable (IFCI) Emerging Markets Index. Aham utilizes a quanti-
tative model to assemble the specific stocks for the fund’s portfolio
based on three components: valuation, earnings growth, and mar-
ket sentiment. He complements this approach with a qualitative
risk assessment of each country.

Although tied to the country weightings of the IFCI index, Aham is
permitted to vary the fund’s country weightings by as much as 15%
from those of the index, allowing him considerable flexibility to
exploit perceived opportunities or to underweight unfavorable
investment environments. In making these assessments, Aham
focuses on top-down macroeconomic factors that influence the
performance of companies in emerging markets. The manager
then ranks as most attractive those countries having good earn-
ings potential but with relatively low priced markets.

Why We Like This Fund. Quantitatively-managed SSgA offers a
balance to the other two emerging markets funds we use for their
broader investment latitude. The SSgA fund’s index-like country
weightings assure that the fund will be largely in step with the per-
formance of the emerging markets in general, but with ample oppor-
tunity for manager skill to enhance that performance. For instance,
one of this fund’s winning themes in 2001 was to overweight oil
stocks early in the year in Russia...a country which the
Oppenheimer fund, discussed below, has chosen to avoid. The dis-
cipline of the index-like construction, in combination with effective
stock picking has, indeed, worked as hoped, as the fund outper-
formed its benchmark for the one and three year periods just ended.

T. Rowe Price Emerging Markets Fund 
Three year annualized return: 9.2%; 4th quarter 2001: 28.2%
Kochis Fitz began using this fund in client portfolios in the first
quarter of 2001.

Investment Strategy and Process. Christopher Alderson, who
has led the management team of this fund for 13 years, is a bot-
tom-up stock-picker, allowing the decisions on the individual com-
panies to drive the fund’s overall country allocation. Alderson uses
fundamental research to identify companies capable of achieving
and sustaining above-average, long-term earnings growth, and
purchases stocks at prices he believes are reasonable in relation
to present or anticipated earnings, cash flow or book value among
large-, mid-, and small- cap companies.

This fund reflects the consistent and disciplined investment
approach of the T. Rowe Price organization. The stock selection
process focuses on companies with characteristics such as a lead-
ing market position or attractive business niche, a strong franchise
or monopoly, technological leadership or proprietary advantages,
seasoned management, earnings growth and cash flow sufficient
to support growing dividends, or a healthy balance sheet with rel-
atively low debt.

Why We Like This Fund. T. Rowe Price Emerging Markets Fund’s
active, bottom-up investment selection style, and modest growth ori-
entation offers a balance to SSgA’s index-weighted, top-down, value
strategy. We feel that the structure provided by the T. Rowe Price
organization reduces the distractions on the fund management and
increases the likelihood that they will be able to replicate their suc-
cess to date.The fund has provided over twice the return of its bench-
mark for the three years just ended.

Oppenheimer Developing Markets 
Three year annualized return: 17.6%; 4th quarter 2001: 23.9%
Kochis Fitz began using this fund in client portfolios in the first
quarter of 2001.

Investment Strategy and Process. Rajeev Bhaman has man-
aged the Oppenheimer Developing Markets fund since its incep-
tion in November 1996. Like Alderson of the T. Rowe Price
Emerging Markets Fund, he employs a bottom-up methodology to
construct his portfolio. Unlike Alderson, his investment approach
has a “value” tilt, looking for dominant companies with strong man-
agement and efficient information flow in arenas with high barriers
to entry. Generally, Bhaman makes his investment selections with-
out regard to the size and location of the companies under con-
sideration, which tends to result in a portfolio which is very distin-
guishable from the average emerging market fund. Accentuating
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3 Years
4th Quarter 12 Months Annualized

2001 to 12/31/01 to 12/31/01

* Kochis Global Diversified Investors, L.P. (Estimates) 3.8% -0.8% 6.4%

Index Benchmark Index: S&P 500
Benchmark Fund: Vanguard Index 500 10.7% -12.0% -1.1%

iShares 10.6% -12.0% N/A
* Schwab 500 10.6% -12.0% -1.2%

Schwab 1000 11.5% -12.1% -0.7%
SPDR 10.7% -11.9% -1.1%

Value Style Benchmark Index: S&P 500/BARRA Value
Benchmark Fund: Vanguard Value Index Fund 7.9% 11.9% 1.7%

Berkshire Hathaway 8.0% 6.5% 2.6%
* DFA Large Cap Value 11.9% 3.8% 6.3%
* DFA Tax Managed Marketwide Value 13.5% 1.7% 6.0%

Benchmark Index: MSCI EAFE
Benchmark Fund: Vanguard Total International Stock Fund 8.1% -20.2% -4.3%

Growth Style
Artisan International 9.8% -15.9% 10.9%

* Janus Overseas [Closed] 15.2% -23.1% 5.2%

Value Style 
Longleaf Partners International 3.4% 10.5% 20.1%

Growth Style Benchmark Index: S&P Small Cap 600/BARRA Growth
Benchmark Fund: Vanguard Small Cap Growth Index Fund 20.3% -0.8% 6.5%

* Brazos/JMIC Small Cap Growth 10.8% -9.0% 9.5%
Navellier Aggressive Growth 9.9% -13.1% 9.4%

Value Style Benchmark Index: S&P Small Cap 600/BARRA Value
Benchmark Fund: Vanguard Small Cap Value Index Fund 21.4% 13.7% 12.7%

* AXA Rosenberg US Small Cap 13.5% 10.7% 10.2%
* DFA Tax Managed US Small Cap 24.0% 20.3% 15.2%
* DFA US Small Cap Value 19.9% 22.7% 14.8%
* Longleaf Partners Small-Cap [Closed] 6.1% 5.5% 7.4%

Benchmark Index: MSCI Small Cap Emerging Markets
Benchmark Fund: DFA International Small Company Portfolio 2.1% -10.5% 1.0%

* Liberty Acorn International 12.8% -21.1% 4.2%

Benchmark Index: MSCI Select Emerging Markets Free
Benchmark Fund: Vanguard Emerging Markets Index Fund 25.6% -2.9% 4.4%

* Oppenheimer Developing Markets 23.9% -5.7% 17.6%
* SSgA Emerging Markets 25.5% 0.5% 5.1%

T. Rowe Price Emerging Markets 28.2% -5.7% 9.2%

* PREFERENTIAL ACCESS THROUGH KOCHIS FITZ Sources: Wall Street Journal, SSgA, Barclays Global Investors
Returns are stated net of managers’ fees, but before Kochis Fitz fees.

QUARTERLY RESULTS: 4TH QUARTER 2001

CLASSIC HEDGE

LARGE CAP: DOMESTIC

SMALL CAP: DOMESTIC

SMALL CAP: DEVELOPED OVERSEAS

LARGE CAP: DEVELOPED OVERSEAS

EMERGING MARKETS
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the idiosyncratic nature of the portfolio, Bhaman holds significant-
ly fewer names – currently about 65 companies – than do the
SSgA and T. Rowe Price managers.

Bhaman invests on the conviction that emerging markets are
becoming consumer-driven economies, a trend called “mass afflu-
ence.” To that end, he likes companies that focus inward, on their
own domestic markets, since they, rather than the big multination-
als, tend to have better insight into what the local consumer wants.

Last year, Bhaman delivered good performance even without two
of the year’s big market winners, Russia and China. He continues
to avoid investing in either of these markets at this time, citing their
lack of shareholder protections in addition to legal and financial
uncertainties. On the other hand, his assessment of conditions in
India has led him to overweight his portfolio with stocks of compa-
nies from the subcontinent.

Why We Like This Fund. Bhaman appears to be a skilled stock-
picker with a fine sense of macroeconomic fundamentals. His
bottom-up analysis of companies and use of a concentrated port-
folio complement our other fund choices. The fund has delivered
outstanding performance relative to its benchmark over its five
year existence.

Coming Soon…Brookdale Global Opportunity
Fund
Beginning in this new year, we plan to introduce a new – and qual-
itatively different – emerging markets fund to appropriate client
portfolios. The fund is the Brookdale Global Opportunity Fund
(“BGOF”) and is managed by the same team that manages a very
successful limited partnership we have used for several years in
our fund of funds, Kochis Global Diversified Investors. BGOF’s
track record under it’s current management is not long enough to
cite, but the record of Brookdale International Partners (the Kochis
Global fund component) extends for over seven years. Its returns
to investors have been solid (three year annualized return: 13.3%,
4th quarter 2001: 18.1%; it has not suffered a net loss in any of its
seven calendar years), while it’s volatility has been about 30%
lower than other emerging markets funds. BGOF will be managed
in the same manner as the hedge fund.

BGOF differs from the other emerging markets mutual funds we
use in several respects. Operationally, BGOF trades on the Irish
Stock Exchange, has a $100,000 minimum investment (that’s why
it will not find its way into all clients’ portfolios), is limited to no more
than 100 US investors, and can only be bought or sold at month-
end. Also BGOF is paid an incentive fee equal to 20% of the prof-
its earned by the fund.

Far more interesting are the investment opportunities pursued by
BGOF. While BGOF is globally diversified (it holds positions in 45
countries), it focuses particular attention on economies in the midst
of economic transformation. Brookdale is often among the very
first Western investors venturing into “new” markets. In the past ten
years, they have found their most compelling opportunities in the
former Eastern bloc states and component countries of the former
Soviet Union.

Brookdale’s value proposition is beguilingly simple – they find ways
to buy $1.00 of assets for only seventy to eighty-five cents. Most
typically, BGOF purchases closed-end mutual funds trading at a
discount (i.e., selling for less than the full value of the underlying
cash and securities owned by the fund) and whose charters have
provisions for near-term dissolution or “open-ending” dates. BGOF
earns the bulk of its return when these closed-end funds “open”
(and therefore sell at full value). Such investment opportunities are
most often found in funds that invest in emerging markets securi-
ties and trade on emerging markets exchanges. Return opportuni-
ties like this carry relatively low risk with still respectable returns.

In other instances, BGOF will pursue higher risk opportunities by
attempting to force a fund, selling at a steep discount and without
a mandated opening date, to open. This typically requires buying
sufficient shares in the fund to take over management of the fund,
then changing its by-laws to allow it to trade at full value. For exam-
ple, the Brookdale group bought a controlling interest in the
Kazakhstan Investment Fund for $3.25 per share when it had
$3.50 in cash alone. It has since distributed $4.00 to shareholders,
and still has assets left to sell, including a 49% ownership interest
in a cement plant with 80% of the cement capacity in Kazakhstan.

Brookdale’s chairman, Dr. Joseph Stiglitz, was awarded the Nobel
Prize for Economics last fall for his work on “markets with asym-
metric information” (such as those in which Brookdale invests). Dr.
Stiglitz was also Chief Economist for the World Bank and
Chairman of President Clinton’s Council of Economic Advisors.
The other key members of the team, Prof. Andrew Weiss (a
tenured professor of Economics at Boston University and a long-
time associate of Dr. Stiglitz) and Howard Golden are shrewd and
experienced value investors with key contacts throughout the
world. Brookdale’s deliberately small size (in total, Brookdale
manages less than $200 million), their facility in structuring invest-
ments, and their world class investment team have enabled the
fund to produce solid performance while remaining purposefully
well below the public’s radar. We expect that they’ll continue their
fine performance for our clients.

Michael Fitzhugh, Brett Gookin, and John Tornes
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The 2001 tax reform package contained several modifications to the tax law that take effect in 2002. Some of the more impor-
tant changes are summarized below, along with some general reminders about how you can take advantage of the new law.
Of course, we encourage you to call us if you want to discuss your specific circumstances.

California, where most of our clients reside, has not yet and may not conform its tax law to several important features of the
new federal tax regime.

Estate Planning

The lifetime unified credit exemption equivalent increases to $1 million in 2002 from $675,000 in 2001. This substantial change
enables families to pass an additional $325,000 ($650,000 for a married couple) to a subsequent generation – during life or at
death – free of all gift and estate taxation. Under the current law, the lifetime exemption amount applied at death is scheduled to
continue to increase through 2010, when the estate tax is ultimately repealed. However, the exemption amount for lifetime gifts is
not scheduled to increase beyond this year’s $1 million allowance.

In addition to the increased lifetime exemption amount, annual gifts of up to $11,000 (up from $10,000 in 2001) do not incur gift
taxes or apply against the lifetime exemption. Consequently, married couples can now give a total of $22,000 annually to each
of their children, grandchildren, and any others, without any gift tax consequences.

These changes make it an appropriate time to revisit plans for transferring assets to subsequent generations.

While, hardly a planning opportunity, it may be interesting to note that the top transfer tax rate declined from 55% to 50% for
the estates of people who die during 2002.

Retirement Planning

Contribution limits for all personal and employer-sponsored retirement plans increase in 2002. Participants in 401(k) and 403(b)
plans should confirm that they are deferring the new maximum of $11,000 of salary. Moreover, plan participants who reach age
50 or over in 2002 can defer an additional $1,000 if the plan sponsor allows catch-up contributions.

Retirement plans for small businesses and the self-employed also enjoy enhanced contribution limits in 2002. Most notably, indi-
viduals can defer 100% of their self-employment income – up to $40,000 – into a Keogh account, making them by far the most
attractive retirement plan option for most self-employed persons. Contact us if you have any significant self-employment income
in 2002 so we can discuss whether establishing a Keogh account is appropriate.

Education Funding

Distributions from Section 529 Qualified Tuition Programs are tax-free for the years 2002 through 2010 if used for qualified
post-secondary expenses such as tuition, room and board, books, and required supplies. Given these plans’ very high con-
tribution limits, the absence of any eligibility limitations, and our belief that repeal of this feature of the law will not in fact occur
as now scheduled in 2011, we recommend 529 plans as a way for families to accumulate assets for their young children’s
future college expenses.

The contribution limit to tax-free Education Savings Accounts (formerly known as Education IRAs) increases from $500 to
$2,000, and the income limitation phase-out range for joint filers increases to $190,000 - $220,000. While still small, the
increased contribution limit makes Education Savings Accounts more attractive for those who do qualify.

Income Taxes

The top federal income tax rate declines to 38.6% for the full year 2002. Lower rates for 2002 will be reflected in withholding
rates, so net paychecks will be slightly larger from the start of the year.

Congress has discussed payroll tax (FICA) relief and reducing income tax rates as part of an economic stimulus package,
meaning top rates could potentially decline to 35% in 2002 if Congress accelerates the final provisions of the 2001 tax reform
legislation. We think this unlikely in the current political environment.

Gregory Schick

2002 Federal Tax Changes
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