
Very few of our readers could have missed the almost constant
drumbeat of bad investment news over this past quarter. Almost
unrelentingly, investment markets produced daily losses, often
very large ones, in virtually all equity categories, both domesti-
cally and overseas. The positive picture can only be painted in
relative hues. Small cap stocks, value orientations, and over-
seas positions, in the aggregate, merely lost less than the large,
growth, domestic alternatives. Those latter exposures have
given back almost all of their sharp gains from the fourth quar-
ter of 2001, re-testing the near “panic” lows of the post 9/11
trauma.

Given their earlier weakness for much of the late 90’s, we have
been expecting the categories of recent outperformance to con-
tinue. We are very pleased that many of our manager/fund
choices exceeded their benchmarks and that our small cap
value exposures produced positive returns for the quarter. Our
clients’ perseverance in these strategies has been “rewarded”.
We and they could hope, however, for actual positive returns.
Those were almost nowhere to be found this quarter.

Results over the past twelve months show emerging markets
with slight gains, and except for NASDAQ, losses elsewhere
that were relatively mild considering that that period includes
both the shock of the September 11th attacks and this past
quarter's downward slide.

The Flip Side of the “Irrational Exuberance” Coin

There were problems aplenty for investors to fret over...if not reel
from...this quarter. Revelation of questionable, or downright
fraudulent corporate financial reporting seemed to occur with
regularity. Giant corporate bankruptcies have occurred and
more are threatened. Former icons of the American dream of
financial success were accused of criminal misdeeds. Arthur
Andersen was convicted of a felony and has come to a complete
collapse as clients were compelled to abandon it. This combi-
nation of woes would have been unthinkable not long ago.

And even worse, perhaps, was the fear of further domestic ter-
rorism, building momentum toward the 4th of July holiday when
many became convinced that “something bad” was almost cer-
tain to happen. Continued, bloody conflict between Israelis and
Palestinians didn't help, though there was some solace in India

and Pakistan stepping back from the rhetorical brink of nuclear
war.

The news media, we believe, shares some blame for what we
consider an excessively gloomy tone. Where they were quick to
praise the daring of entrepreneurs not long ago and built many
of the pedestals that have since crumbled, commentators in
print and broadcast now seem to relish every flaw and exagger-
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ate the failings of a few into an overall indictment. Analysis of
market activity often comments that “investors sold in advance
of the close, not wanting to hold stocks overnight”…or “over the
weekend” as if that were a common and appropriate investment
perspective. It certainly doesn’t describe how our clients
approach their long-term opportunities.

Despite the disparagement of the “equity culture” at home and
abroad, that fundamentally appropriate appetite for capturing
economic opportunity is not dead. But, if the excesses of the
late 90's have been shed, if the short-term only, get-rich-quick
participants have abandoned the market, so much the better.
We wish we could be convinced of that. We suspect that they
will be back again…sometime.

Most significantly, however, this quarter’s negative tone doesn’t
match the relatively good economic news. Inflation remains very
low, at least postponing impetus for increases in interest rates;
as a consequence, consumer spending and the housing market
remain strong; domestic manufacturing, helped by the declining
dollar, is rebounding; and while the unemployment rate hasn't
substantially improved, it is still very low by any historical stan-
dard and hides the fact that net new jobs continue to be creat-
ed.

Room for Optimism for the Balance of 2002

We don't believe that these positive fundamentals are likely to
reverse and we have some confidence that worldwide invest-
ment markets will catch on. We can also hope that the harsher
light now being cast on corporate reporting will promote both
better behavior by corporate managers generally and restored
trust by the investing public.

Consequently, we are optimistic that our clients’ diversified port-
folios can overcome these recent declines and still show positive
results for the year. We continue to be most sanguine about the
small cap, value, and overseas themes. We're pleased that our
prognosis about the dollar has, thus far at least, proved true this
year. The euro appreciated 14%, and the yen 11% against the
dollar, during the second quarter, substantially improving invest-
ment results for our client's overseas holdings. We think there's
more room for those opportunities to play out.

Tim Kochis, Editor

Time…Again…To Refi Your Mortgage?
While mortgage rates have been tantalizingly low for many
months now, they have recently dropped further as inflation
remains subdued and the economic recovery appears slow.
Many of our clients have taken advantage of the current envi-
ronment by refinancing, several more than once, as rates have
dipped over the last eighteen months.

As many of you are aware, our strategy for optimizing mortgage
indebtedness is often at odds with the conventional wisdom you
might have absorbed from your parents, or from the popular
press.

Simply, we recommend that clients maximize their qualifying
mortgage indebtedness because such funds tend to have a very
low after-tax cost. A mortgage loan with a nominal interest rate
of 7% has an after-tax cost of only 4.2% for a client whose com-
bined marginal federal and state ordinary income tax rate is
40%. If that client expects to earn better than 4.2% after
taxes…over time…on the funds that would otherwise be used to
avoid the mortgage or eventually to amortize a mortgage, the
client is enjoying positive leverage by having and maintaining
the mortgage. Even earning only 5.5% after tax (on mostly cap-
ital gains) on investments, a $1 million mortgage results in
$13,000 of additional after tax returns annually: $13,000 to add
to a portfolio…or to spend…every year.

Interest-Only?

As an “acquisition indebtedness” mortgage balance is paid
down, it is permanently extinguished (unless you make capital
improvements to the house, or buy a new one). Since mortgage
proceeds provide such cheap money, we prefer that clients not
pay down the balance. To accomplish this, we have, for many
years, helped our clients find interest-only mortgages. These
once exotic-seeming financing tools are becoming more widely
offered, improving the terms offered as more competition has
entered the field.

There is a second category of deductible mortgage interest in
addition to the maximum $1 million “acquisition indebtedness”.
The interest on up to $100,000 of “home equity indebtedness”
may be deducted for the regular tax (but not for AMT), regard-
less of how the funds are spent. Further, home equity indebt-
edness can be incurred, retired, and incurred again and again.
It isn't subject to the “pay it down and it's gone” rules that apply
to acquisition indebtedness. So, if the value of the property will
support it, we recommend the full $1.1 million in qualified mort-
gage loan(s). We recommend borrowing even more if the
excess over $1.1 million will be directly invested in a portfolio
expected to return more than the mortgage’s cost.

Fixed or Variable?

With rates now as low as they've been in a generation, it is
tempting to lock in a long-term fixed rate loan, despite the avail-
ability of even lower rates on variable loan products. While
there’s no absolutely right or wrong choice, here are some
thoughts about accepting the risk of interest rate changes.

Interest rates move unpredictably. If you are unwilling to bear
the risk that rates will increase over time, you can pay the bank
to assume that risk exposure for you by taking a fixed rate loan.
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The rate on that loan will be higher than on a variable rate loan.
The pricing differential presumably represents the value to bor-
rowers, generally, of being insulated from interest rate increases
(one can always refinance, at some transaction costs, if rates
decline). Since most of our clients are financially able to bear
this interest rate risk, we often recommend that they do so and
avoid the charge the bank demands for its accepting that risk
instead.

So, even if interest rates do increase, the variable mortgage may
still be less expensive than the fixed rate mortgage over the life
of the loan. This is especially likely if you expect to keep the
mortgage over a very long time (i.e. you’re financing the home
you expect to retain for decades). A bank’s fixed loan rate is
driven by market forces that assume an average mortgage life of
only 5 to 7 years. The bank thus prices fixed rate loans on the
risk that rates would rise only for the relatively short term. You
can make your mortgage choice based on what you know about
your plans and the risks that rates will rise and (unlikely) stay
high for many years to come. Our long term capital markets
expectations would have actual interest rates, as they may be
reflected in variable rate mortgages, at about 1% percent or
more below current fixed mortgage rates. We expect our clients
to win the variable rate gamble.

Another advantage of the variable alternative, of course, is that
the savings come early and the costs (if they occur) come later.

[INSERT MORTGAGE GRAPH HERE]

Mike Fitzhugh

Yoga For Your Estate Plan: Add Flexibility
There are a few things to do now for your estate plan despite the
uncertainty regarding the future of scheduled estate tax changes,
including its eventual, temporary repeal. These steps should make
your plan flexible enough to be changed precisely in the event,
however unlikely, that you could become legally incompetent to
make the changes yourself, as the law actually unfolds over the
coming years.

The context for our recommendations is two-fold: the scheduled
increases in the amount that can be transferred tax-free at death
through 2009, and the year 2010 repeal of the estate tax accom-
panied by a new, limited basis step-up.

Pre-2010 Tax-free Transfer at Death. The amount exempt from
estate tax at death has risen from the familiar $600,000 figure to

$1,000,000, to non-spouse beneficiaries this year (transfers to cit-
izen spouses remain 100% exempt regardless of size) and will
continue to rise until it reaches $3.5 million in 2009. A well-
designed estate plan for a wealthy married couple usually provides
for a trust in an amount equal to the tax-free amount. That trust,
known as the “bypass” or “credit shelter” trust, usually directs some
or all the income from the assets to the surviving spouse, and,
often, enough principal for the maintenance of the survivor's
lifestyle. But it often limits the eventual beneficiaries to those cho-
sen by the first to die. At the death of the first spouse to die, the
bypass trust is usually funded before any other trust, so, as the
exempt amount increases to $3.5 million, it could absorb far too
large a portion of the decedent's entire estate, becoming a sad
example of unintended consequences.

Effect of Increased Exemption. A common situation made
messy by this increase in the exemption involves any couple with
children from any prior marriage. Here the couple has typically
worked with their attorney to develop a plan that makes the chil-
dren of the first marriage(s) the beneficiaries of their respective
bypass trusts…or gives those first marriage children the exempt
transfer amount outright at the first spouse's death. This kind of
arrangement may have been drafted in the former environment of
a $600,000 amount. The substantial growth of the exemption
($1,000,000 in 2002, $2 million in 2006; $3.5 million in 2009) could
cause considerable consternation and perhaps inequity when a
much larger percentage of assets than planned goes ultimately to
those children. Further, with or without children by a prior mar-
riage, the surviving spouse who would have expected to have
unfettered access to the entire estate in excess of the current
exemption, but ends up with, say, $3.5 million tied up in the bypass
trust, might be angry to learn those assets can be used only to
"maintain" lifestyle…not expand it.

2010 Estate Tax Repeal With Limited Basis Step-up. If
Congress doesn't repeal the repeal, we will be in a new world
where there is no estate tax but lots more income tax. The dece-
dent’s appreciated assets will no longer automatically have full
basis step-up.

In 2010, whether or not there is any estate tax to pay, income tax
will be due at the sale of the inherited assets, EXCEPT for those
assets that are allocated the limited amounts of allowable basis
step-up. Assets not receiving basis step-up carryover the lower of
fair market value or the decedent's basis. $3 million of basis step-
up is available to the surviving spouse alone and a mere $1.3 mil-
lion more can be spread among assets inherited by any benefici-
ary, including the surviving spouse. Single decedants will only get
this $1.3 million basis step-up allowance to allocate. The allocation
of the $1.3 or $4.3 million of total basis step-up is the job of the
executor but the decedent (and the survivors!) may have strong
points of view about where the basis step-up should go. This is
especially complicated in community property states where the
total basis step-up can be allocated to both halves (the decedent's
and the surviving spouse's) of that property.

To illustrate the kind of issues involved in allocation, consider the
situation where a stock portfolio (worth $10 million) and a house
(worth $6 million) have each appreciated by $5 million since pur-
chase. If the stock portfolio is to go to a trust benefiting the sur-
viving spouse which will be drawn on regularly and perhaps near-
ly depleted by the survivor's death, the $4.3 million of basis might
go to the trust to maximize the survivor's resources. But the ulti-
mate beneficiaries might prefer allocating all the basis adjustment
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to the house which they expect to be sold far into the future, per-
haps after the survivor's subsequent death.

Preview of Eventual Solutions. We are carefully evaluating the
advantages and disadvantages of possible fixes in various fact pat-
terns. We will be in regular contact with clients about how to add
the appropriate flexibility to their plans.

■ Amend Trust to Give Directions. You can explicitly state
how you want your executor to allocate carryover basis in the
event that you die after the carryover basis rules take effect in
2010. If you want to favor a specific beneficiary (your spouse) or
class of beneficiaries (the children), you should clearly state so.
Alternatively, if you want all of the beneficiaries to be treated
equally, you can provide for proportional basis allocation. You
should also include language that holds your executor harmless
for the basis allocation decisions they will have to make.

■ Limit the Bypass Trust. Limit the non-marital asset trans-
fers (i.e. the bypass trust or outright gifts) to the lower of a spe-
cific dollar amount or percentage of your estate. This solves the
problem mentioned earlier where the existing estate plan could
unnecessarily hamstring or, at worst, unintentionally disinherit
the surviving spouse as the estate tax exemption increases.

Near-Term Actions. Clients can enhance the flexibility in their cur-
rent plans now by making the intentions of their estate plan clear.
They can also, in some cases, appoint someone else to modify
their plan in the event that the they are not able (due to mental
incapacity) to do so themselves. Kochis Fitz can help you select
an appropriate candidate for this role. We, however, are not in a
position to assume this role.

■ Nominate an Independent Trustee. Now, while you're
healthy, you might nominate a special, independent trustee with
power to amend the trust(s) at your death. The key here is to be
very specific about what the independent trustee can and can-
not do. Further, you need to provide the independent trustee
relief from liability for making unpopular decisions. It goes with-
out saying that you will have to give careful thought about whom
you name as the independent trustee. In order to avoid violating
other aspects of the estate plan, your spouse (or some other
beneficiary of the estate plan) would not be an appropriate
choice for this role.

■ Expand Durable Power of Attorney. You could give an
agent, under a durable power of attorney, the ability to exercise
your own powers, including the powers to amend trust provi-
sions. Here you are choosing someone else to step into your
shoes in order to deal with estate planning questions/issues that
come up during the period of any incompetency. In order to
avoid creating too much flexibility, the provision should only allow
the attorney to amend in limited (and clearly stated) circum-
stances that benefit you and/or your beneficiaries.

Keeping your estate plan flexible will be critical until the estate tax
laws stabilize over the coming years. We will continue to provide
clients with our thoughts about how to stay ahead of this moving
curve. This may mean several trips to your estate planning attor-
ney for quick tune-ups along the way. However, we believe that
having your estate plan properly positioned to deal with future
events and laws (especially if you are not then legally capable of
responding) will be much more effective (and less costly!) than not
doing anything at all and forcing your heirs to deal with the conse-
quences.

Linda Fitz and Sandi Bragar

Stock Option “Reform”?
Kochis Fitz has worked with thousands of corporate executive
clients, over many years, to optimize the wealth building opportu-
nities presented by employee stock options. For most of that effort,
the challenges have focused on tax laws, securities regulations,
and fundamental investment opportunity. Recently, the external
environment has imposed a further dimension: political and socie-
tal credibility. With the collapse of the dot com bubble and the “guilt
by association” of some notorious stock option profits in close tim-
ing with deep shareholder losses during the current bear market,
the topic of stock options has moved from broad public admiration
to nearly criminal disdain.

We are convinced that much of the current clamor for stock option
limitation or regulation is naïve…an overreaction to a few outright
abuses and some structural weaknesses for which relatively sim-
ple cures are available.

In fairness to the critics of stock options, we recognize that there
are several areas where stock options can create serious prob-
lems:

■ There can be a great disparity in the size of wealth very sen-
ior executives can capture from options versus rank and file
employees. And there is unavoidably a disparity between any
option holder, at whatever rank, and a normal shareholder.
Leverage (the fixed exercise price) and a long exercise period
give option holders a much lower risk posture relative to general
shareholders. This disparity can be made even worse by the
increasingly common practice of “repricing” options as market
values decline.

■ Options can create incentives toward manipulating mere
short-term financial results rather than developing long-term,
durable value in the business.

■ The net dilutive effect of options, once exercised, may not be
“affordable”… Are there enough earnings to go around to reward
all the potential shares?  Said another way, there is no consis-
tent accounting for the actual cost of options…at any point (nei-
ther at grant nor at exercise) resulting in an overstatement of
actual earnings.

■ Meanwhile, non-qualified options create a tax-deductible
compensation expense with no corresponding charge to report-
ed earnings. Consequently, actual costs are easily hidden…a
classic recipe for the temptation to abuse.

Still, most thoughtful commentators recognize that stock options
are at least likely to align the interests of employees with the wel-
fare of the corporation’s shareholders. This is especially true for
senior executives, with large option grants at stake. Further,
options permit many start-up companies to finance a large part of
actual compensation costs...attracting and retaining necessary
entrepreneurial talent...without resorting entirely to cash.

On the cost accounting front, corporate managers are under-
standably reluctant to “go first”. It's telling that only two S&P 500
companies now account directly for stock option costs. One of
those is Boeing, the dominant participant in what is, for US
investors, an industry of virtually only one company. No invidious
cost comparisons are likely. Further, many of Boeing’s sales are to
the worldwide defense industry, with “cost plus profit” contract
terms. Little wonder Boeing records all costs. (Just in case you’re
wondering, the other company is Winn Dixie.)
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Further dissuading adequate cost accounting is the measure of
cost favored some years ago by the FASB (and enshrined as a
safe harbor valuation measure by the IRS for transferable options'
gift tax liability): The Black-Scholes option pricing model. It is
deeply flawed when applied to employee stock options. Black-
Scholes was created to value options that are immediately vested,
are of short durations, can be transacted on the market, and can’t
be truncated by the holder’s death or termination of employment.
None of those characteristics apply to typical employee stock
options. Thus, there is great resistance by corporate America to
using this valuation technique since it is likely to produce very large
values…that may never occur in fact.

Not a Cause for Robin Hood

In our capitalist, meritocratic system, limiting stock option opportu-
nities because they advantage some over others should not be the
issue. High impact, successful employees have, appropriately,
always been paid more. In fact we believe that stock options have
been a key engine of capital mobility, turning talent, hard work (and
yes, at least a little luck) into some degree of wealth accumulation
opportunity. Stock options contribute to leveling the playing field for
current labor and current talent with that of more entrenched
wealth, the earlier creators of capital that might not have done
much, lately, for society as a whole.

Consequently, in our view, proposals to legislate limits to option
grants, or to put onerous taxes on them, or to impose additional
regulatory burdens or constraints are inappropriate and will be
counterproductive. Proposals to prohibit sale of shares for very
long holding periods or, worse, until termination of employment are
especially misguided. Such rules would overlook the many legiti-
mate reasons for sales (like simple diversification of concentrated
positions) and the unpredictable, idiosyncratic necessities that can
arise in any person's financial life (after all, options are part of an
employee’s compensation and should be able to spent). And with
such rules, the incentives could become truly perverse, encourag-
ing executives to try to engineer low stock prices during the period
of grants and then a short-term jump in stock price just before they
plan to leave and thus are no longer accountable as problems later
come home to roost.

A New Measuring Stake

Nevertheless, the current debate does have merit on the cost
accounting dimension. We believe that options can (and, general-
ly, probably do) enhance actual corporate performance by provid-
ing a very strong incentive to corporate employees…especially to
senior managers responsible for major strategic decisions and
their implementation. Still, this happy outcome is true, we suspect,
only in the aggregate…and only over time. Many individual failures
can occur and it can take a long time for the results to be clear
even when the connection between incentive and performance is
successful.

Consequently, it seems to us that what is needed is a uniform
measure of cost so that the investing public (not some government
agency) can make judgments across companies…and over time:
Company A spent $X on stock options and achieved Y in 3 years;
Company B spend $2X and achieved Z in 4 years. We are con-
vinced that once the cost information is available, it will be safest
to let the many millions of actual investors judge, over time,
whether this compensation device has, in fact, paid-off.

What could that uniform measure be?  If Black-Scholes is inap-
propriate, it doesn't mean that some version of it…or something

else…can’t be used instead. Here is a noble role for the executive
compensation consulting industry, the Hewitts, the Bucks, the
Mercers, the Wyatts, the Sibsons, the Towers Perrins of the world.
These firms have the access and the credibility to develop a con-
vention about options’ costs that would be fundamentally appropri-
ate (to account for vesting, duration, truncation risks, etc.) and that
acknowledges the many variations on options’ design. Early vest-
ing, for example, should be more valuable; long exercise periods
and transferability features, similarly, would produce higher values
for options with these features than for options that terminate early
and can't be transferred.

Equally important, and equally noble, the accounting profession
could develop standards for when and how that measure would be
used. We envision treatment that reflects a multiple time dimen-
sion instead of only one accounting event, at some fixed cost. Why
not account for options, tentatively, at grant, and then reconcile at
the time of exercise?  That's when the “true” cost can finally be
known: the amount (fair market value less exercise price paid) of
forgone additional capital available to the corporation, on that day,
in the public market. If too much “cost” was reckoned at grant, the
corporation would receive a credit at the time of exercise. If not
enough at grant, an additional charge would be incurred at exer-
cise. Corporate tax treatment could be made consistent as well: a
deduction for the cost that was reckoned at grant, and then a rec-
onciliation (plus or minus) at exercise.

The key will be uniformity and mandatory treatment. The legiti-
mate role of regulation/legislation relates to the mandate: every
public corporation must account for options. But the accounting
should be both fair and appropriate given the variety of option pro-
gram designs and the consequently varying economic opportunity
that could eventually arise.

What comes first, the requirement to account or the appropriate
methodology to do so?  Ideally, both will emerge at about the same
time. For now, we think there is much more work to be done on the
methodology. So, we think it best for legislators/regulators to step
back (…but only for now; their role in making compliance manda-
tory becomes essential later) and for accountants and compensa-
tion consultants to step forward. The immediate challenge is
theirs.

Tim Kochis
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Unique Charitable Contribution Opportunity

One of our clients has been very actively involved in the

successful program for recovery of the California condor, a

species that had been on the brink of extinction. These

clients are now helping to mount the largest ever condor

exhibition. It will be held at the Monterey County Natural

History Museum in Pacific Grove, opening in March of 2003.

If you are interested in helping to make this great success

story accessible to the public, please let us know.

Contributions to this effort are fully tax deductible. For

more information and to view the live action “condor cam,”

go on line to http://64.124.190.5/index.shtml.



Manager Watch

International Small Cap Stocks

This quarter’s comments focus on international small company
stocks. Similar to domestic small company stocks, we believe that
small companies in developed overseas markets are attractive
components of most clients’ portfolios. Their greater volatility and
individual business risk is reflected in a higher overall cost of cap-
ital, thus higher expected returns to investors. In addition to the
potential for higher returns, international small cap stocks also pro-
vide meaningful diversification benefits because of their generally
low correlation of returns to domestic equity strategies.

We employ active management in the international small cap
arena because we believe those markets are sufficiently inefficient
that managers picking individual stocks can add value over a pas-
sively managed or index strategy. In part, the pricing inefficiency
reflects the relative paucity of analyst coverage. Further, differ-
ences in accounting and disclosure requirements across countries,
and a general shortage of readily available and reliable information
also create an environment where skilled stock picking can add
value.

Liberty Acorn International (Ticker: ACINX)
2nd Quarter 2002: -1.23%

Three year annualized return: -0.63%

Five year annualized return: 4.13%

Liberty Acorn International is the only equity mutual fund we cur-
rently employ to gain exposure to this area. The benchmark we
compare Liberty Acorn International's performance to is DFA
International Small Company Portfolio, a passively managed
index fund that invests in thousands of stocks in developed over-
seas markets. We use DFA International Small Company Portfolio
as our benchmark because, at this time, it is virtually the only pas-
sively managed index exposure available for an investor to actual-
ly invest in. However, over time, we expect actual index funds will
become available that track the international small cap index
measures already provided by firms such as Morgan Stanley
Capital International and Salomon Smith Barney. When those
funds become available, we may decide that one of them is a bet-
ter choice to serve as the benchmark.

Investment Strategy and Process. Launched in 1992, Liberty
Acorn International is one of the oldest international small cap
offerings. We have been using it in client portfolios since 1993.
Leah Zell, the fund's lead manager has been at the helm since the
fund's inception, and with over 26 years of investment experience,
she is one of the longest tenured international small cap managers
around. Zell has a team of 8 dedicated international analysts, and
her team also receives input and ideas from other Liberty Acorn
portfolio managers. A number of the team members are dedicat-
ed country and global sector analysts, and they drive the process
of identifying attractive investment opportunities. Last, but hardly
least, Zell is married to Ralph Wanger, considered by many the
dean of small cap stock investing, and a co-manager of the domes-
tic Liberty Acorn Fund. Although Wanger has relinquished some
of his duties over the last several years, he still assists Zell  by
fleshing out long-run investment themes, reviewing the portfolio to
question and re-check the story on individual holdings, and by
mentoring the younger analysts.

Liberty Acorn International continues to pursue a thematic “growth

at reasonable price” strategy. Zell and her team seek to identify
small and medium sized companies with strong growth potential,
solid management, and a strategic or niche market position that
will benefit from the economic tailwind imparted by long-term
themes such as being downstream from technology or from out-
sourcing. The Liberty Acorn International team believes in inten-
sive, company-focused research including frequent company visits
to talk to management, and checks with suppliers and competitors
to help verify the investment thesis. They are patient investors who
plan to hold most positions from 3 to 5 years.

The team employs multiple valuation techniques to ensure that
they don't overpay, and records, at the time of purchase, the key
reasons that a particular stock is considered attractive. Part of the
sell discipline is rechecking those original purchase rationales to
confirm that they still apply. If the story is still intact, Zell is content
to let her winners ride until they appear decisively overpriced; con-
sequently, the fund has a fair share of “mid-cap” stocks that have
grown from their “small” beginnings. With respect to currency
management, Liberty Acorn International's policy is to hedge
selectively. Lately, the team has not been hedging much, if at all,
because they think the dollar is overvalued. We agree.

Why We Like This Fund. Despite a couple of very difficult years,
Liberty Acorn International remains, in our view, an excellent vehi-
cle for accessing exposure to international small cap stocks. The
fund has one of the lowest expense ratios (1.06%) among actively
managed international funds. Even after the difficult global market
environment for growth-oriented equities of the past two years,
Liberty Acorn International's five-year returns still land in the top
quintile of the Morningstar Foreign Stock Category (which includes
large cap stocks, as well). The fund's positive return through the
first six months of this year, 1.12%, highlights the benefits that
overseas exposure can provide to well diversified portfolios.
Moreover, historically, the fund has been managed with an empha-
sis on tax efficiency.

However, we must admit we were displeased that Zell seemingly
relaxed the valuation criteria during the height of the growth stock
frenzy. While she was hardly alone in succumbing to some degree
to the bubble environment, she admits that the fund's returns
would probably have been somewhat less volatile had she and the
team more strictly adhered to their valuation discipline. But look-
ing beyond these sins, we think Liberty Acorn International is par-
ticularly well positioned for a recovery in global economic activity.
Valuations of small cap overseas stocks are still attractive relative
to foreign and domestic large caps, and the prospect of added ero-
sion in the value of the dollar could further bolster returns. Lastly,
foreign investors have been pulling out of US large cap stocks, and
the strong relative performance of small cap stocks (domestic and
overseas) is starting to attract more investment capital to the asset
class. We are confident that this manager will, again, provide
attractive returns for long-term investors. So far this year, Liberty
Acorn International is producing top quartile performance, reflect-
ing a combination of the two generally outperforming themes of
2002 thus far: “small” and “overseas”.

Tom Tracy
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3 Years
2nd Quarter 12 Months Annualized

2002 to 6/30/02 to 6/30/02

Short-Term Benchmark Index: Lehman Brothers 1-5 Year Gov/Corp Bond
(Taxable) Benchmark Fund: Vanguard Short-term Bond Index 1.9% 6.0% 7.0%

* DFA Two Year Global Fixed Income 2.1% 5.6% 5.7%
Vanguard Short-term Corporate 1.3% 5.1% 6.6%

Intermediate Benchmark Index: Lehman Brothers Aggregate Bond
(Taxable) Benchmark Fund: Vanguard Total Bond Market Index 2.8% 7.2% 7.7%

* DFA Five Year Global Fixed Income 3.9% 6.9% 5.9%
* PIMCO Total Return 3.3% 11.0% 8.8%

Merger -5.9% -6.9% 6.3%

Intermediate 
(Tax Free) Benchmark: Morningstar Muni CA Intermediate Category Avg.    3.2% 5.6% 5.3%

Vanguard CA Insured Intermediate Tax-Exempt 4.0% 6.6% 6.6%

Benchmark Index: 60% Wilshire 5000 and 40% Lehman Brothers Aggregate Bond
Benchmark Fund: Vanguard Balanced Index -6.6% -7.3% -1.6%

Dodge & Cox Balanced -2.9% 2.9% 8.0%
Vanguard Asset Allocation -8.4% -9.2% -2.7%

* Kochis Global Diversified Investors, L.P. (Estimates) Not Yet Available
* Undiscovered Managers Multi-Strategy Fund -0.6% N/A N/A

Index Benchmark Index: S&P 500
Benchmark Fund: Vanguard Index 500 -13.4% -18.1% -9.2%

Schwab 1000 -13.1% -17.3% -8.4%
Large Cap ETF (SPDR)/Index (Schwab S&P 500) -13.4% -18.0% -9.2%

Value Style Benchmark Index: S&P 500/BARRA Value
Benchmark Fund: Vanguard Value Index Fund -10.7% -18.3% -5.8%

Berkshire Hathaway -6.0% -3.7% -1.0%
* DFA Large Cap Value -6.4% -5.2% 1.3%
* DFA Tax Managed Marketwide Value -14.4% -21.6% -4.8%

Benchmark Index: MSCI EAFE
Benchmark Fund: Vanguard Total International Stock Fund -2.8% -9.0% -6.6%

Growth Style
Artisan International -2.0% -6.7% 5.2%

* Janus Overseas [Closed] -10.5% -18.7% -2.1%

Value Style
Longleaf Partners International -5.3% -6.4% 11.5%

Continued on Next Page

* PREFERENTIAL ACCESS THROUGH KOCHIS FITZ
Sources: Information from sources that we believe to be reliable.
Returns are stated net of managers’ fees, but before Kochis Fitz fees.

QUARTERLY RESULTS: 2nd QUARTER 2002

FIXED INCOME

BALANCED

CLASSIC HEDGE
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3 Years
2nd Quarter 12 Months Annualized

2002 to 6/30/02 to 6/30/02
Short-Term Benchmark Index: Lehman Brothers 1-5 Year Gov/Corp Bond 3 Years

Growth Style Benchmark Index: S&P Small Cap 600/BARRA Growth
Benchmark Fund: Vanguard Small Cap Growth Index Fund -9.0% -6.4% 3.9%

* Brazos/JMIC Small Cap Growth -12.7% -20.0% 0.4%
Navellier Aggressive Growth -6.0% -16.5% -2.3%

Value Style Benchmark Index: S&P Small Cap 600/BARRA Value
Benchmark Fund: Vanguard Small Cap Value Index Fund -4.2% 7.1% 11.7%

* AXA Rosenberg US Small Cap Institutional 0.4% 9.9% 12.0%
* DFA Tax Managed US Small Cap Value -7.0% 1.0% 10.2%
* DFA US Small Cap Value -0.9% 9.8% 14.1%
* Longleaf Partners Small Cap [Closed] -4.5% 2.2% 5.9%

Benchmark Index: MSCI Small Cap Emerging Markets
Benchmark Fund: DFA International Small Company Portfolio 6.8% 1.7% 0.2%

* Liberty Acorn International -1.2% -7.3% -0.7%

Benchmark Index: MSCI Select Emerging Markets Free
Benchmark Fund: Vanguard Emerging Markets Index Fund -8.3% -0.9% -4.6%

* Brookdale Global Opportunity Fund Not Yet Available
* Oppenheimer Developing Markets -5.6% 2.4% 10.6%
* SSgA Emerging Markets -6.7% 2.7% -2.9%

T. Rowe Price Emerging Markets -7.6% -0.6% 0.1%

* PREFERENTIAL ACCESS THROUGH KOCHIS FITZ
Sources: Information from sources that we believe to be reliable.
Returns are stated net of managers’ fees, but before Kochis Fitz fees.
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EMERGING MARKETS

Less Paper in Your Mail Box
The custodian for most of our client accounts, Charles Schwab & Co., has inaugurated a service that we believe will be a convenience for most
clients. We can arrange for electronic trade confirmations directly to your e-mail address at the end of each day instead of paper “confirms” by
regular mail. To protect your privacy, your account number does not appear on eConfirms™. We recommend initiating eConfirms™ on all Schwab
accounts, especially if you are using, or will be using, separately managed accounts in addition to mutual funds.

If you would like to receive electronic confirms instead of paper, please let your Kochis Fitz Investment Operations Specialist know. We will assist
you in making the arrangements, or, if you prefer, you can subscribe directly:

If you already have access to SchwabAlliance.com: 

■ Go to the “Email Alerts” tab.
■ Click on “All Email Alerts.”
■ Select eConfirms™ under “Account Activity Alerts.”
■ Choose your  preferred delivery instructions.
■ Select eConfirms™ under “Account Activity Alerts.”
■ Submit and repeat for all accounts.

If you do not have on-line access to SchwabAlliance.com:

■ Call the Schwab Alliance service team at 1-800-515-2157.
■ Schwab service reps will enroll you in Schwab Alliance, guide you through the features of schwaballiance.com, and help 
you subscribe toeConfirms™.

Sarah K. Bailey
Investment Operations Specialist


