
The first quarter of 2003 witnessed some of the most dramatic
reversals of market direction seen in many years.  The quarter
began with strong upward movements, followed by deep declines
over the next several weeks as fears of the Iraq conflict combined
with the perception of lackluster economic performance.  Once the
war began, the much anticipated initial bounce gave way to a more
realistic assessment of the war's risks.  The result of all of this was
a range of performance from a very small gain (NASDAQ) to loss-
es everywhere else, some of them pretty big (developed overseas
markets).

This combination of volatility and continued losses is hardly the
environment for calm confidence.  Have we already seen the worst
now that the bear market is fully three years old?  We believe that
that is the probable outlook.

The largest present uncertainty, of course, revolves around the war
in Iraq.  Tom Tracy follows with our thoughts on how this might
impact our clients' portfolio decisions.  This, however, is hardly the
only dark cloud.  We discuss below a number of the key risks to a
favorable investment climate…as well as the positive factors that
give us optimism about the prospects for our clients' portfolios over
the balance of this year.

Plenty of Reasons to be Scared
The key driver of the US economy, consumer spending, may be

stalling.  Personal consumption was flat in January and real
income growth is projected to be only 2% in 2003 instead of the
3% enjoyed last year.  Consumer confidence dropped to 62.5 in
March, down dramatically from 110.7 in April of last year.  As we've
described in the past, however, we're quite skeptical of a measure
that is so fickle and that bears so little resemblance to actual
spending levels.  Still, manufacturing in the US slowed in March
and unemployment is still stubborn, reapproaching 6%.  Recall,
however, that unemployment can be tricky to interpret; because
the numerator's relative size can increase faster than the denomi-
nator's, the statistic often looks worse as the actual employment
picture is brightening.  Government deficits, at all levels, threaten
to raise the degree of upward pressure on interest rates and dimin-
ish prospects for any significant tax reduction on the near horizon.

In the investment markets, themselves, much of the news is grim.
Investors are reported to have withdrawn a net $11 billion from
equity mutual funds in February alone.  Even at current values,
some stocks are still very pricey on historic measures.  And we
expect relatively high volatility to remain, so no one is going to be
lulled into a comfortable ride even if the general results are good.

Once again, Japan fiddled with its markets as the March end to fis-
cal years approached, with no fundamental attack on the underly-
ing problems of its deflationary economy.  In general, overseas
investors, while still net purchasers of US stocks, have reduced
their appetite significantly in response to frustrating returns of the
US markets, especially in euro terms, as the dollar has declined
substantially (2.9%) during the quarter.  They may not be eager to
come back if the war in Iraq is less than a clear, quick, and low cost
victory.  And even if it is, history's message on durable post-war
market results is mixed.  

We're also keeping our eye on the price of oil.  While developed
economies are far less dependent on energy than in earlier times
and while the sharp increase in oil prices softened once the worst
fears of the Iraqi war weren't realized, still a sustained elevation in
energy prices (think risks in Venezuela and Nigeria, as well as Iraq
and its mid-East neighbors) would have a depressing effect on
economies throughout the developed and developing world.  

Overall, there is a strong tone of investment malaise.  

Grounds for Optimism
Nevertheless, the sheer weight of historical probability justifies
considerable confidence in improved investment performance
ahead.  The current bear market is both the longest and deepest
in seventy years.  But one needn't rely on apparent historical
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imperatives.  More important are the actual economic fundamen-
tals.  Inflation remains low, (1.8% annualized rate in the 4th quar-
ter of 2002).  Gross Domestic Product in the US was up 2.4% in
2002 and, in the 4th quarter of 2002, business spending was up
2.3% and corporate profits were up 4.1% (for the fourth up quarter
in a row).  Notwithstanding reported "confidence" levels, personal
income is up.  Corporate balance sheets are improving as recent-
ly chastened executive ranks have adopted a more constructive,
less risk-ignorant mindset.  Gone is the extreme focus on top-line
growth as well as any tolerance for aggressive, much less dishon-
est, accounting.  Where investors were often unaware of the for-
mer risks, current financial reporting, on balance, is probably much
more reliable.  So, even if the news is not always joyous, it proba-
bly better reflects the truth.  

Most telling to us are the Labor Department's statistics on produc-
tivity:  up 4.8% in 2002, the fastest rate of growth since 1950!
Nothing has a greater, enduring impact on economic welfare and
the creation of wealth.

Consequently, we continue to believe that respectable positive
returns are likely as we go forward.  Our expectations for equity
portfolios range from about 8% to 11% for the year depending on
the specifics of the asset allocation.  And most commentators
agree with us that overseas opportunities should exceed US
returns.  Since most US investors are significantly underweighted
in this arena, this improves prospects for those who already have
international commitments.

The recent quarter, however, shows mixed results overseas, at
best.  Most developed markets underperformed the US (despite a
weakening dollar) while some emerging markets appeared in the
strong plus column.  Asian markets (ex-Japan) have escaped the
notice of most developed countries' investors over the past few
years even though returns were good and volatility has declined.
"Emerging markets" ownership is at a ten year low.  Eventually, the
message of strong, sustainable growth (increasingly reliant on
internal demand and not so dependent on exports to already
developed markets) will catch on.  Nevertheless, the immediate
scenario in several Asian markets is darkened by the threat to
tourism and internal travel caused by the SARS scare.

Refuge in non-Equities?
What about the prospects for returns in the other parts of client
portfolios?  As we've commented earlier, we have some concern
about a continued very robust scenario for residential real estate.
It is probably telling that sales volume for both new and previous-
ly owned homes was down in January and February.  Longer term,
we're fascinated by the increasingly well-accepted predictions of

worldwide population decline, beginning perhaps by mid-century.
We expect to discuss this phenomenon and its possible conse-
quences at length in a future Commentary.

The big current threat to the real estate run-up is a possible (like-
ly, we believe) increase in interest rates.  Such change would, of
course, also have an unavoidable negative impact on bond values,
with the bigger losses associated with the longer-term issues.
Consequently, we're striving to keep fixed-income maturities short,
sacrificing some current income yield in order to avoid much larg-
er losses to capital.

A far safer haven, we believe, resides in the absolute return or
"hedge" realm.  Over the past three years, our clients have
increasingly pursued this approach (from under 3% of total portfo-
lio assets at the end of 1999 to approximately 11% today) to
reduce overall portfolio risk while retaining reasonable prospects
for positive returns.  Industry commentators project "absolute
return" performance for 2003 in the 4-7% range.  We think it could
do even a little better.  We plan to devote further discussion to this
investment category in a future edition of this Commentary.

Tim Kochis, Editor

Conflict in Iraq
When you read this, the long anticipated war with Iraq should have
reached more than three weeks in duration.  As we went to press,
American and coalition forces were scoring significant military vic-
tories and the investment markets were rallying again in hopes of
a relatively quick end to the war.  Nevertheless, at this still early
stage, any attempt to fully assess the impacts and estimate the
economic consequences of this conflict is a very tricky undertaking
due to the large number of unknown variables and contingencies.
That said, events during the war's early stages have shined at
least some light on the likely economic impacts of war.  A number
of issues seem somewhat clearer…but hardly in sharp
focus…than they were before the war began.  No doubt we all
hope for a quick end to the war to forestall further loss of life,
destruction of property, and economic infrastructure.  

How Much Will It Cost?
One potential consequence of the intense diplomatic difficulties
arising from the US inauguration of hostilities is the prospect that
the United States might have to shoulder most of the costs of pros-
ecuting the war, replacing Saddam's regime, and reconstructing
the country.  The Bush administration has requested $75 billion to
cover the cost of the war, which we’re told should cover at least
some of the reconstruction cost.  But most commentators tend to
view the administration's initial figure as merely a down payment
on the total cost of remaking Iraq.

William Nordhaus, an economist at Yale has written an informative
essay analyzing the potential cost of war with Iraq.  Based on a
review of history and some contemporary studies, he estimates
the direct military costs of the war alone as falling in a range from
$50 billion to $140 billion depending on the length of the conflict.
Given that range of expenditure and the political realities of the
present budget situation, it seems reasonable to believe that the
Bush administration's initial request assumes a relatively short
war, which as of this writing, could still come to pass.  To put the
direct military costs into some historical perspective, it's interesting
to note that even the high-end cost estimates of conflict with Iraq
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amount to just 1.5% GDP less than what it then cost the United
States to prosecute the Mexican and Spanish-American wars of
the 19th century.

However, once the war ends, there are going to be significant
costs to occupy, reconstruct, and do other “nation building” in Iraq.
Estimates of the occupation cost range from $17-45 billion per
year.  Hence, total occupation costs are estimated by Nordhaus as
a minimum of $75 billion and a less likely maximum of $500 billion.
Recent statements by military officials that over 200,000 troops will
be needed to do the job point toward the higher end of the cost
range.  In addition, reconstruction of Iraq's buildings and other
infrastructure is estimated to cost between $30 and $100 billion
over the next ten years.  Here again, the significant bombing of
Baghdad so far would seem to make it less likely that the lowest
end cost estimates are achievable.

An article in the Wall Street Journal indicated the Bush administra-
tion is planning a whirlwind remaking of Iraq that could be largely
complete in just one year.  History teaches us to be skeptical of
such an optimistic scenario.  Based on the history of US occupa-
tions in Japan, Korea, and Bosnia, it seems fair to assume that US,
or some other nation's troops will be in Iraq for at least a few years.
Of course, in assessing the impact on the US, another big open
question is the extent to which these costs might be defrayed if we
can get some assistance from our allies by achieving some form of
diplomatic rapprochement with the French, Germans, and
Russians.  To that end, there has reportedly been some talk of
repositioning NATO and partnering with Russia to make this hap-
pen. 

Economic Impacts: Oil and Taxes
Happily, so far at least, the effect of the war on oil markets has
been positive, and if events go well, could also be favorable over
the long run.  Oil prices fell from $40 just before the war to approx-
imately $30 now, removing virtually all the "war premium" built into
pre-war prices.  Economically, the fall in the price of oil serves as
a welcome stimulus to the world economy and is expected to lead
to a slight decline in gas prices.

The war in Iraq may also lead to a reduction in the size of the Bush
tax cut.  Opponents of the tax cut in the Senate recently exploited
uncertainties about the aggregate costs and consequences of the
war to halve the tax cut to $350 billion from $726 billion.  We’ll have
a lot more to say on this subject as the legislative process unfolds
over the course of the year.  

Market Reactions
Wars are emotional events.  And the up and down performance of
the equity markets during the early stages of the war underscore
that fact.  Markets are likely to remain volatile and respond per-
haps dramatically to significant events on the battlefield.  This is
not an environment in which it will pay to be “opportunistic”.
Rather, steady application of clients’ long-term strategy, we
believe, will remain both the most appropriate and the safest
course.

Meanwhile, the dollar, which has been sliding in value for about a
year, also bounced around with the news from Iraq.  But stepping
back from that daily noise, it seems likely that the war may just put
more downward pressure on the buck.  Of course, we and other
observers have noted for quite some time that fundamental eco-
nomic reasons should produce a further decline in the dollar's

value apart from the Iraq conflict.  But by creating, on the margin,
yet another incentive for global investors  to diversify dollar-
denominated investments, the conflict could accelerate the dollar's
decline.  Reportedly, many Middle Eastern investors have repatri-
ated some of their dollar holdings and European and Asian
investors and less savory players like the Russian mafia may also
be holding back on investments in the US.  Against the backdrop
of a US current account deficit of $503 billion last year, and large
projected budget deficits that virtually guarantee that demand for
credit will exceed the level of domestic saving, it's hard to see how
the dollar won't fall.  Consequently, clients’ portfolios should con-
tinue to benefit from their investments overseas. 

Tom Tracy

Selecting The Right Mortgage Product
The article Is it Time…Again…To Refinance Your Mortgage? in our
July 2002 Investment Commentary included an analysis of the
economics of variable versus fixed rate mortgages.  In that article,
we concluded that our clients, with their general ability to withstand
brief spikes in interest rates, should be better off over time with
variable rate loans - in spite of the current availability of the lowest
fixed rates in over 40 years.

Since 30-year mortgages are the most common home loan prod-
uct, and since few of us have ever seen these rates so low, there
is an understandable urge to refinance and "lock them in."
However, as we discussed three issues ago, our preference, influ-
enced both by the structure of our tax system and our clients' abil-
ity to absorb the risks associated with floating rate loans, goes in
a different direction.  Let us explain.

First, let's examine the influence of the tax rules.  Interest on up to
$1.1 million of mortgage debt is generally tax-deductible, making a
home mortgage one of the cheapest sources of cash available.
But as this debt is retired (through mortgage payments consisting
of principal as well as interest), it is permanently extinguished
(unless you buy a new home or invest in substantial remodeling on
the current home).  For instance, as loan payments reduce the bal-
ance on a loan from say $900,000 to $750,000, the borrower has
lost access to the ability to maintain $150,000 of debt at a very low
after-tax cost.  That borrower may value the psychological result,
but he may be somewhat worse off economically when his oppor-
tunity cost is considered.  Let's say the loan carried a 7% interest
rate and that he was in the 40% marginal tax bracket.  The after-
tax cost of this debt is only 4.2%.  If he can invest the $150,000
and earn a return greater than 4.2% after taxes, the loan repay-
ment alternative is an economically inferior choice.  Given the low
after-tax hurdle rates investors must earn to benefit from investing
mortgage proceeds, we generally prefer for clients to (1) maximize
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the amount of mortgage debt and (2) avoid retiring it.  This second
objective is accomplished by using an "interest-only" mortgage.  

At their core, all interest-only mortgages are always
variable…though you can usually "fix" them for a period of from
one month to several years.  More on that below.  To fully realize
the benefits of the interest-only approach, a borrower must be dis-
ciplined to in fact invest the difference between the monthly inter-
est-only mortgage payment and the higher amount that would
have been paid using an amortizing mortgage.

Most clients worry that despite the near-term savings available
from interest-only products, they will be worse off in the long run
when interest rates finally begin to rise from their current levels.
While we do expect interest rates to increase, we think the likeli-
hood is small of their increasing to and stabilizing at a level high
enough to make a variable loan disadvantageous, over the long-
term, and should be of no concern to clients who expect to relo-
cate within the next five to eight years.  In those early years, the
initial advantage of the variable rate alternative accumulates rap-
idly, able to offset quite a bit of disadvantage (if any) later.  For
those who expect to “stay put” forever, the long range benefits of
variable rates should prevail notwithstanding spikes along the way.

Since a picture can be worth a thousand words, we repeat above
the graph that appeared with the mortgage rate article nine months
ago.  With a spread of approximately 375 basis points between a
variable interest-only loan and a 30 year fixed rate loan, there is
plenty of opportunity to save (and invest).  While it's certainly pos-
sible that the variable rate loan might experience periods when its
interest rate exceeds that of the fixed loan, we don't think it likely
that rates will stay at such levels long enough to negate the over-
all savings opportunity.

If you determine that an interest-only loan is most appropriate for
your circumstances, the next step involves selecting a specific
loan type from a variety of alternatives.  Banking regulations
require that interest-only mortgages begin to amortize at some
point (typically after 10 years) so they can be distinguished from
non-performing loans.  So if you opt for an interest-only mortgage,
you would do so expecting to refinance (presumably to another
interest-only loan) when the loan begins amortizing.

Lenders offer a variety of methods to calculate the interest rate on
variable rate loans.  At one end of the spectrum are loans whose
rates are subject to change every month (or, alternatively, every six
months) from inception as the interest rate environment changes.

Since the borrower is accepting the interest rate risk, these loans
carry the lowest initial rates.  A popular alternative to a loan whose
interest rate floats from inception is one that starts with a fixed rate
for three, five, or seven years.  After the fixed term passes, the
interest rate adjusts (typically on an annual basis) to reflect the
then-current interest rate environment.  

As we go to press, here are current examples:

“Fixed” Period Initial Interest Rate

1 month 2.75%
6 months 2.80%
3 years 3.90%
5 years 4.65%
7 years 5.10%

Since the lender is accepting the risk that interest rates will
increase during the fixed rate period, these loans carry higher ini-
tial interest rates than do loans that float from inception.  And since
the lender is taking more interest rate risk with the seven-year fixed
loan than with the three-year one, the former loan, of course, will
have a higher initial rate than the latter.  

Mike Fitzhugh

Manager Watch: Small Cap Growth
As we recently communicated to our investment management
clients, we've changed our small cap growth line-up.  During this
quarter, we've replaced the Navellier Aggressive Growth and the
Brazos/JMIC Small Cap Growth funds in clients' portfolios with the
DFA U.S. Small Cap (in taxable accounts, we use its tax-efficient
sister fund:  DFA Tax Managed U.S. Small Cap) and DFA Micro
Cap funds.  

Past issues of the Investment Commentary have put both Navellier
and Brazos on our watch-list over the past year.  Since neither
demonstrated the merits of their continuing on our roster of select-
ed managers during the last 12 months, we decided to replace
them.  However, rather than substitute these funds with other
actively managed small cap growth mutual funds, we decided to
revisit our strategy for this sub-class for clients' asset allocations.
Based on the research we conducted during this process, we
decided to fundamentally change our approach to the small cap
growth arena.  

As clients and other readers of this Commentary know, we are fans
of active managers in some less efficient classes because history
shows that good managers can add value over pure index
approaches in these segments of the market.  Accordingly, we had
used active managers like Navellier and Brazos to capitalize on
the inefficiencies of the small cap growth universe.  However, as
we experienced with these two managers, and observed among
their peers, active managers have a difficult time delivering con-
sistent returns.  For even the best active small cap growth man-
agers, periods of exciting run-ups are almost always followed by
long periods of disappointing returns.  

Rather than continue along this path of inconsistent returns, we've
decided to change course by adopting a "passive" management
approach to small cap growth returns.  We already use passively
managed funds to achieve parts of clients' large cap and small cap
value strategies, so we are very familiar with the benefits of the
very low costs and broad diversification available through this
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management style.  Consequently, we expect this sub-category to
earn, and on a less volatile basis, superior returns to its benchmark
over time.  The following summarizes our thoughts on the DFA
funds we chose to replace Navellier and Brazos.

DFA US Small Cap Fund (to be used in tax-deferred accounts)
Three year annualized return:  -7.3%;  1st quarter 2003: -4.9%

DFA Tax Managed US Small Cap Fund (we use this "tax man-
aged" version in clients' taxable accounts)
Three year annualized return:  -9.5%;  1st quarter 2003: -5.3%

DFA Micro Cap Fund
Three year annualized return:  -6.6%;  1st quarter 2003: -4.0%

Investment Strategy and Process.  Similar to the approach DFA
takes to its large cap and small cap value funds, DFA implements
a sound, tax efficient, and very inexpensive investment approach
to the U.S. small cap and micro cap "blend" world.  First, DFA
defines the eligible universe of all traded stocks of real operating
companies within the small cap arena by market capitalization
(price times shares outstanding).  DFA will purchase stocks from
the smallest 8% of the market (which includes NYSE, AMEX, and
NASDAQ listed stocks) in the U.S. Small Cap Funds, while they
limit purchases in the Micro Cap Fund to the smallest 4% of com-
panies.  Once they have identified the purchase population, DFA
uses filters to exclude stocks that have specific pricing (e.g. recent
IPO, in bankruptcy, etc.) or trading (e.g. limited operating history,
experiencing difficulty meeting stock exchange listing require-
ments, etc.) concerns. The remaining stocks are eligible for pur-
chase and are subject to rough market-capitalization target
weights. DFA regularly monitors trading in the market place with
real-time checks for current news that may impact prices, such as
a looming takeover.  Barring any adverse market activity, DFA will
continue to hold the stocks until they no longer fit their well-defined
size characteristics.

Another interesting feature of the DFA approach is that they utilize
block trading to purchase small and micro cap stocks.  Since these
stocks tend to be fairly illiquid,  DFA exploits the illiquidity by pur-
chasing large lots of a single stock (that otherwise meets their pur-
chase criteria) at one time. The large purchase volume allows DFA
to negotiate the lowest price possible on the purchase.
Sometimes, this purchase is even at a discount, so that the trans-
actions "costs" are a form of positive return.  DFA has made them-
selves known as the "buyer of first resort" among brokers, which
helps them perpetuate their ability to buy stocks at a discount.

Why We Like These Funds.  Like the other DFA funds we have
long used in client accounts, these funds are available only to the
clients of firms like Kochis Fitz.  Consequently, these institutional
funds are available to our clients at quite low costs (the funds'
annual expenses are less than 0.60%).  Though low fees are not
the most important issue, clients and other readers of this
Commentary know that one benefit of our preferring to use institu-
tional funds like the DFA funds (when appropriate) is the reduction
in the overall cost of implementing a client's investment plan.
Based on our current sub-manager line up, these investment costs
(calculated on a weighted basis across the entire asset allocation)
range from 0.80% to 0.95% for most clients' portfolios.  The press
usually reports average equity mutual fund fees in the range of
1.3% or higher.

We also like these institutional funds because they are not vulner-
able to the short-term whims of typical retail mutual fund investors.
Further, we have significant access to the strategic decision mak-
ers at these funds and can achieve numerous logistical and tax
optimization benefits for our clients by managing our overall rela-
tionship with these investment pools.  

Kochis Fitz Implementation.  Since DFA does not filter between
value and growth stocks within the U.S. small cap and micro cap
universe, we've changed the description of this sub-category to
"small cap blend".  There is some overlap between the stocks held
by the US Small Cap and Micro Cap funds; but to maximize their
distinct contributions to the portfolio, we've decided to split the
funds 50/50 within the sub-category.  Moreover, we use the DFA
Tax Managed US Small Cap Fund in taxable accounts, while we
generally prefer the less tax efficient US Small Cap Funds in retire-
ment accounts.

Sandi Bragar

Meeting Long-Term Care Needs
Includes excerpts from Wealth Management, a Kochis Fitz book

to be published by CCH in June, 2003.

As the Baby Boom generation reaches retirement age the press is
increasing attention on long-term care needs and insurance
arrangements to meet that need.  Our clients are asking about
long-term care insurance with increasing frequency.  The high cost
of custodial and nursing home facilities seems daunting.  In 2001
the cost of such care ran from $50,000 to $70,000 annually in most
parts of the United States and even $90,000 annually in large met-
ropolitan areas like San Francisco, New York and Los Angeles.
What's more, these fees are escalating at, or slightly ahead of,
inflation.  So, in addition to the uncertainty of whether or when
long-term care may ever be needed, comes uncertainty about how
much it will cost.  

While long-term care can be very expensive, long-term care insur-
ance isn't necessarily warranted.  A basic tenant of all insurance
planning is to insure against only the losses that you can't afford.
For most of our clients, long-term care services usually require no
more than adjustments in lifestyle and some changes to their liv-
ing expenses otherwise: substituting some of the costs of inde-
pendent living for the cost of care services.  What's more, it's high-
ly likely that those who require extensive care will have a shorter
life expectancy than previously assumed in our long-term plans.
The net impact then on their net worth is not adversely affected in
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a material manner and, therefore, self-insurance is sufficient for
most individuals able to support comparably priced independent
lifestyles.  This might not be the case, however, for your parents or
other members of your family for whom you assume some finan-
cial responsibility.

With that in mind, we'll look at what we mean by long-term care
and means of paying for it, including private insurance.  We'll also
look at definitions of care and insurance policy coverage.  

Broadly defined, long-term care is the assistance or supervision an
individual needs to do one or more of the "activities of daily living"
(ADLs) like bathing, dressing and eating.  It covers everything from
personal, environmental and medical care provided informally by
family members, friends and community volunteers to services
provided by formal care givers in the client's home, or in an insti-
tutional care facility.  Facilities range from board-and-care homes,
to assisted living facilities, to continuing care facilities and nursing
homes.  

Of greatest concern are the expenses tied to higher levels of long-
term care, whether provided at home or in an institution.  Although
definitions of these services are not yet agreed upon nationally, we
categorize them as the personal care and medical services pro-
vided outside of a hospital acute care facility.  These services are
often broken down into two categories by insurance policies based
on where the services are provided: 

• Institutional Care - care received in a facility such as
nursing homes, or convalescent facilities.

• Home Care - care provided to a elligible person living at
home.  

Paying for Long-Term Care
The three most common means of paying for long-term care are
Medicaid/Medicare (for those over age 65), private insurance, and
personal assets.

Medicare and Medigap. Although the federal Medicare system
provides for up to 90 days of inpatient hospital care and 100 days
of nursing home care per benefit period for seniors who qualify, it
will do so only in a Medicare-certified skilled nursing facility - and
then only if admission to the nursing home follows a hospital stay.
Certified facilities are limited and exclude the great majority of insti-
tutions: those that offer custodial care but do not have licensed
medical professionals on duty 24 hours a day.

Supplemental "Medigap" plans, which can be purchased from pri-
vate insurers, will pay a portion of the medical expenses that
Medicare does not pay.  However, Medigap also excludes long-
term care. 

Medicaid. Medicaid, (MediCal in California) the medical welfare
program for the indigent, does cover long-term care.  In fact,
Medicaid currently covers 50% of all patients in nursing homes.
But many individuals who need long-term care are not eligible for
Medicaid and many of the more desirable nursing homes take only
private patients.

In recent years, the solution for some elderly persons has been to
qualify themselves for the welfare program, by giving all their
assets to their children.  At best this divestiture requires specific
timing to be effective and is increasingly viewed, by program offi-
cials and by the financial planning profession (including Kochis
Fitz), as abusive of the system.  Further, reliance on Medicaid
comes at a reduced selection of nursing homes available.  With

increasing numbers of older people, Medicaid will continue to
strain the public coffers.  

Private Long-Term Care Insurance.  When long-term care insur-
ance first became available, some years ago, it was very expen-
sive and analysis was very simple: those who needed it most
couldn't afford it and those who could afford it didn't need it
because of their other resources.  Today with better understanding
of actual costs and actuarial data, pricing has gotten more com-
petitive.  

Even so, insurers are not willing to accept unlimited liability and
policies include caps on daily and lifetime benefits.  Ideally, indi-
viduals would be able to choose a policy that worked in the reverse
manner, reserving the amount of daily expense that could be borne
by the client and having the policy cover everything above that,
that is, benefit thresholds, but no upper limits.  Regrettably, this is
not how policies are structured.  There is no coverage for costs
above the caps.  So individuals who have insurance still must bear
the cost of long term care in excess of policy coverage.

Long-term care insurance therefore tends to be more appropriate
for those with some assets to protect, but insufficient resources to
support perhaps as much as ten years of actual long-term care.  

Personal Assets. It's still often the case that most high net worth
clients do not need long-term care insurance because the actual
cost of long-term care is similar to the cost of their current lifestyle.
What's more, people who actually need long-term care have short-
er life expectancies than those who don't, so there may be lesser
overall consumption of the accumulated wealth.   

Selecting the Long-Term Care Policy
Occasionally we do encounter situations where a client's financial
plan will include long-term care insurance to cover the risk.  In
these situations, we try to ensure that the policy is issued by a
company that is in solid financial condition, restricting the choice to
companies with the highest ratings from the insurance rating com-
panies.  As with other types of insurance, we comparison shop.
Because this type of policy is still relatively new and actuarial data
is limited, current prices vary over a wide range and probably err
in favor of the insurer.  Prices can be expected to stabilize (and
perhaps decline) as insurers gather even more actuarial data from
claims experience.  

Recently, employers have begun offering this insurance as an
employment benefit.  For it to be truly valuable, however, it needs
to be portable since the need for the coverage is most likely to
occur, if at all, long after employment ends.

Tax-Qualified Long-Term Care Insurance. Today, virtually all
long term care policies are tax-qualified.  Tax-qualified policies
offer the potential advantage of permitting the annual premiums to
be deductible as medical expenses, subject to the 7.5% of adjust-
ed gross income threshold, while the benefits (up to $200 per day)
are not taxable.  For 2002, the deductible amounts range from
$230 (for individuals age 40 and under) to $2,860 for those above
age 70.   

•          •          •
For most of our clients, self-insurance is still probably the best
answer for now.  But let us help evaluate this for you and your
loved ones on a more rigorous, individualized basis if you are at all
unsure that this is your best course of action.

Kacy Gott
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3 Years
1st Quarter 12 Months Annualized

2003 to 3/31/03 to 3/31/03

Short-Term Benchmark Index: Lehman Brothers 1-5 Year Gov/Corp Bond
(Taxable) Benchmark Fund: Vanguard Short-term Bond Index 1.2% 7.4% 7.9%
* DFA Two Year Global Fixed Income 0.7% 5.9% 5.7%
* Scudder Preservation Plus Income 1.3% 5.4% 5.5%

Vanguard Short-term Corporate 1.4% 6.4% 7.2%
Intermediate Benchmark Index: Lehman Brothers Aggregate Bond
(Taxable) Benchmark Fund: Vanguard Total Bond Market Index 1.3% 9.6% 9.0%
* DFA Five Year Global Fixed Income 1.2% 12.2% 7.6%
* PIMCO Total Return 2.1% 11.8% 10.6%

Merger 0.3% -4.7% 2.6%
Intermediate 
(Tax Free) Benchmark: Morningstar Muni CA Intermediate Category Avg.     0.5% 7.9% 6.7%

Vanguard CA Insured Intermediate Tax-Exempt 0.7% 9.5% 7.3%

Benchmark Index: Morgan Stanley REIT Index
Benchmark Fund: Vanguard REIT Index Fund 1.0% -3.0% 13.2%

Columbia Real Estate Equity 0.3% -2.9% 10.9%
* Prana Growth (as of 11/30/2002) N/A 14.0% 11.0%

Benchmark Index: 60% Wilshire 5000 and 40% Lehman Brothers Aggregate Bond
Benchmark Fund: Vanguard Balanced Index -1.3% -11.3% -6.3%

Dodge & Cox Balanced -2.9% -8.7% 5.7%
Vanguard Asset Allocation -3.3% -18.1% -8.4%

* Undiscovered Managers Multi-Strategy Fund 0.2% -0.5% N/A
* Lighthouse (On-Shore)**
* Lighthouse (Off-Shore)**
* Treflie (On-Shore)**
* Treflie (Off-Shore)**

Index Benchmark Index: S&P 500
Benchmark Fund: Vanguard Index 500 -3.2% -24.8% -16.1%

Schwab 1000 -3.0% -24.1% -15.8%
Large Cap ETF (SPDR)/Index (Schwab S&P 500) -3.2% -24.8% -16.1%

* Tax Managed Index Separate Account (Parametric) Return based on individual client’s portfolio

Value Style Benchmark Index: S&P 500/BARRA Value
Benchmark Fund: Vanguard Value Index Fund -5.6% -26.3% -11.4%

Berkshire Hathaway -12.3% -10.3% 3.7%
* DFA Large Cap Value -5.6% -24.7% -1.6%
* DFA Tax Managed Marketwide Value -4.8% -30.1% -7.2%

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.
** NOT YET AVAILABLE AS OF 4/09/2003.  Kochis Fitz will communicate returns for these investments to clients when the performance
data becomes available.

QUARTERLY RESULTS: 1st QUARTER 2003

FIXED INCOME

REAL ESTATE

BALANCED
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ABSOLUTE RETURN

LARGE CAP: DOMESTIC



3 Years
1st Quarter 12 Months Annualized

2003 to 3/31/03 to 3/31/03

Growth Style Benchmark Index: MSCI EAFE Growth
Benchmark Fund: Vanguard Total International Stock Fund -7.9% -23.1% -19.2%

Artisan International -14.1% -31.0% -23.6%

Value Style Benchmark Index: MSCI EAFE Value
Benchmark Fund: Vanguard Total International Stock Fund -7.9% -23.1% -19.2%

Longleaf Partners International -11.8% -28.9% 0.1%

Blend Benchmark Index: Russell 2000
Benchmark Fund: Vanguard Small Cap Index Fund -4.5% -26.6% -10.5%

* DFA Tax Managed US Small Cap -5.3% -29.6% -9.5%
* DFA US Small Cap -4.9% -26.7% -7.3%
* DFA US Micro Cap -4.0% -22.2% -6.6%

Value Style Benchmark Index: S&P Small Cap 600/BARRA Value
Benchmark Fund: Vanguard Small Cap Value Index Fund -8.0% -28.5% 2.0%

* AXA Rosenberg US Small Cap Institutional -1.9% -5.4% -7.0%
* DFA Tax Managed US Small Cap Value -6.8% -30.1% -1.6%
* DFA US Small Cap Value -7.6% -24.7% 1.0%
* Longleaf Partners Small Cap [Closed] -5.0% -17.7% 4.6%

Benchmark Fund: DFA International Small Company Portfolio -0.1% -5.1% -6.1%
* Liberty Acorn International -6.4% -23.3% -23.8%

Benchmark Index: MSCI Emerging Markets Free
Benchmark Fund: Vanguard Emerging Markets Index Fund -5.6% -20.9% -14.3%

* Brookdale Global Opportunity Fund**
* Oppenheimer Developing Markets -8.4% -20.9% -11.7%
* SSgA Emerging Markets -5.7% -20.5% -14.7%

T. Rowe Price Emerging Markets -7.9% -21.2% -17.7%

* 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.

** NOT YET AVAILABLE AS OF 4/09/2003.  Kochis Fitz will communicate returns for these investments to clients when the performance
data becomes available.

QUARTERLY RESULTS: 1st QUARTER 2003

LARGE CAP: DEVELOPED OVERSEAS

SMALL CAP: DOMESTIC

SMALL CAP: DEVELOPED OVERSEAS

EMERGING MARKETS
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Privacy of Client Information at Kochis Fitz
In accordance with the requirements of SEC Regulation S-P, we are pleased to provide you with the following infor-
mation about how we handle your confidential information.

You provide us with information that is inherently personal and private in nature, and we want you to know that we
take very seriously our duty to maintain the confidential nature of that information.  It is our policy only to disclose
information when you authorize us to do so.  We take the utmost care in addressing administrative, technical, and
physical safeguards for the protection of your records and information.  For example:

• We restrict access to nonpublic personal information to those employees that need to know that information in
order to provide services to you;

• All documents and/or drafts of documents containing any client information that are not required to be main-
tained are promptly stored in a sealed container and shredded by a third party;

• Access to electronic data is protected with both external and internal computer network security measures;
• On-site records storage is monitored during business hours to preclude any third party access; and
• We maintain all other necessary physical, electronic, and procedural safeguards in compliance with federal

standards to guard your nonpublic personal information.

We collect nonpublic personal information about you from the following sources:
• Information we receive from you in written agreements and on applications or other forms; 
• Information we receive from you verbally in the regular course of providing services to you; and
• Information about your transactions with us, our affiliates (Kochis Global Diversified Investors, LLP), or others.

We may disclose nonpublic personal information about you to the following types of nonaffiliated third parties, but only
with your authorization:

• Financial service providers, such as asset custodians, mortgage lenders, banking institutions, and insurance
agents;

• Professional service providers, such as attorneys, accountants and real estate brokers; and
• Others, as you specify from time to time.

We may disclose nonpublic personal information about you to our affiliates Kochis Global Diversified Investors, LLP
and its Managing Partner, Kogotra, Inc.  We may also disclose nonpublic personal information about you to nonaffil-
iated third parties, but only when doing so is required by law.

If you have any questions regarding these policies and procedures, please contact your primary advisor so he or she
can address whatever concerns you may have in this area.

Michael H. Kossman
Chief Financial and Administrative Officer

To Our Clients:
As you know, Kochis Fitz Tracy Fitzhugh & Gott, Incorporated is registered with the Securities and

Exchange Commission as an investment advisor.

Form ADV Part II is the primary disclosure document which the SEC requires an investment advisor to make
available to its clients.

We are happy to provide to you, upon request and without charge, a copy of our most recently amended
ADV Part IIs.  To receive a copy sent by postal mail, please call our receptionist at  (415) 394-6670...or

email us at KF@KochisFitz.com to receive it by email.


