
The second quarter produced very strong results across all equity
asset classes, more than offsetting the first quarter's losses but still
only recovering the cumulative declines since mid-year 2002.   

We're still a long way from the market peaks of early 2000.  So, a
great deal of regret and sorrow over portfolio losses still remains.
Nevertheless, we're quite sure that we would not really want to
recoup all that ground quite so quickly.  The next act to follow that
could be ugly indeed.  A much more gradual, and ultimately
durable, recovery will do just fine.  

We're also resigned to considerable short-term volatility as the
longer-term recovery progresses.  Significant downdrafts could
occur as the aftermath of the war in Iraq proves costly and pro-
duces continued casualties and slow progress toward political sta-
bility.  Terrorism remains a real threat and the public humiliation if
not imprisonment of corporate executives for the sins of account-
ing abuse or outright crime is just now seriously underway.  Those
wounds to investment market equilibrium are being refreshed.
Price/earnings ratios are again lofty; and joblessness remains
stubborn and seems to be getting even a little worse.  It hardly
seems the time for complacent relief.

Still, the general tone of domestic equity markets is now positive as
investors sense a meaningful economic recovery by year's end
attributable to the combination of tax relief, federal spending, lower
interest rates, and an export-supporting depreciation in the dollar.
We, too, think there's still room for more positive performance
through the balance of 2003 even after this very big quarter.
Consequently, we encourage our clients to stay committed to their
long-term investment strategies and, for those who have been sit-
ting on the sidelines with investable cash, we continue to believe
that it is safe to put those resources to work (at least gradually) for
long-term results.

Tom Tracy follows with an extended discussion of the new tax law
and, especially, of its ramifications for planning and investment
strategies.  Greg Schick describes our rationale for a recent
change in our implementation approach to clients' small cap over-
seas investment strategies.  And Kacy Gott concludes with a view
of the inflation/deflation/interest rate environment.  We seem to be
at a very delicate balance point on the inflation/deflation fulcrum.
We're reasonably confident that, thanks primarily to US consumer
psychology, we aren't likely to tip into the dangerous deflation ter-
ritory.

Tim Kochis, Editor

New Tax Cuts…But for How Long?
On May 28th, President Bush signed into law the Jobs and Growth
Tax Relief Reconciliation Act of 2003, a $350 billion package of tax
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cuts ($330 billion) and some aid for the states ($20 billion).  This
latest package is the second major piece of tax legislation engi-
neered by the Bush Administration and passed by Congress in the
last two years.  In fact, virtually all of the individual income tax cuts
of this new law are an acceleration of relief already scheduled for
later this decade by the tax cut passed in 2001.  The Bush
Administration clearly hopes that these latest reductions will pro-
vide further stimulus to an economy that has not yet returned to a
sustainable rate of economic growth high enough to push down
the unemployment rate.  Perhaps in part as a result of this
prospective stimulus, the recent performance of the equity markets
indicates that at least many investors believe we have turned the
corner and that strong growth will finally arrive in the second half
of this year.

As Tim discussed above, that belief also reflects the fact that there
is already considerable stimulus in the economic pipeline from a
very accommodative monetary policy, significant federal spending
on Iraq, Homeland Security, and other domestic programs, and a
falling dollar which makes US exports more competitive.  Of
course, all of this expansionary fiscal policy…more tax cuts on top
of more federal spending…comes with a predictable impact on the
budget deficit: the Congressional Budget Office is projecting a
$400 billion plus deficit for fiscal 2003.  Many forecasters predict a
similar figure for the 2004 deficit, and still sizable deficits as far as
the eye can see.  These deficits, as a percentage of GDP,
approach the high end of the range over the past several decades,
but are still short of the highest deficit years of the Reagan era.

Nevertheless, one consequence of the political and budgetary
environment in which these laws were passed is that many of the
tax benefits "sunset", which is to say disappear, over the next five
years.  Indeed, the growing impact of the Alternative Minimum Tax
(AMT), and the continuing need to put Medicare and Social
Security on a firmer footing increases the likelihood, in our view,
that we will see further change to the tax code, perhaps relatively
soon.  But for now, there is much to be happy about, particularly
for our clients, generally high-wealth individuals with substantial
investment income.  

Reduced Federal Tax Rates
Individual income tax rate reductions that had been scheduled to
occur in 2004 and 2006 have been accelerated retroactive to the
start of the year.  Changes in the top four brackets are set out in
the following table.

For many clients, with substantial employment income from
wages, non-qualified stock option gains and deferred compensa-
tion payouts, these reductions will produce significant tax savings.
Although the percentage decline in these rates is not as large as
the percentage decline in taxes on dividends and capital gains, the
absolute tax savings for clients, especially in big income years,
could be the largest of all.

From a business entity viewpoint, the equality between the 35%
maximum marginal individual income tax rate and the 35% corpo-
rate tax rate should increase the use of "pass-through" vehicles
like Limited Liability Companies and S Corporations.

Planning Note on Withholding:  Clients might want to
have their tax accountant re-examine their estimated tax-
withholding situation to avoid making unnecessary pay-
ments to the government.  Particularly if you're making
estimated tax payments based on the prior year safe har-
bor rule, you might find that switching to 90% of current
year tax liability is more favorable.  Of course, you have
to be mindful of the fact that your mortgage interest
deductions may be lower due to a recent refinance and
that you are now more likely to have an AMT exposure.
More on that below.

New 15% Tax Rate on Dividends
President Bush pushed hard for and got a reduction in taxes on
dividends, which is also retroactive to the start of the year.  In per-
centage terms, this was the biggest cut of all for high-income earn-
ers whose dividend income previously was taxed at marginal rates
as high as 38.6%.  Shifting from 38.6% to 15% equals a 61%
reduction in tax!    

Everything else being equal, this change clearly enhances the
appeal of dividend paying stocks by increasing their after-tax
return.  And in the new post-bubble era, many investors who
recently experienced gut-wrenching volatility in the capital value of
their portfolios might view dividends favorably as a more pre-
dictable and certain element of return.  A recent paper by two high-
ly regarded investment professionals, Robert Arnott and Clifford
Asness, in the Financial Analyst Journal, may reinforce that per-
spective.  The paper, titled "Surprise! Higher Dividends = Higher
Earnings Growth" claims that the historical evidence strongly sug-
gests that expected future earnings growth is fastest precisely at
those times when companies are paying out a larger share of earn-
ings as dividends.  Why this relationship holds is less well under-
stood.  The authors offered a few possible explanations: (1) that
high dividend payouts signal that management is confident strong
earnings will persist and that dividends may safely be maintained
since shareholders abhor cuts in dividends. (2) High-payout ratios
might help prevent inefficient empire building by managements
with piles of cash burning a hole in the corporate pocket.  The pre-
sumption is that high dividend payouts make capital available for
other projects scarcer, and thus lead to more carefully chosen
projects.   

It's too soon to tell whether a lower tax rate on dividends, recent
market history, and new thinking on dividend policy will serve as a
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catalyst to induce more firms to start and/or boost dividend pay-
outs.  Microsoft is a case in point.  Its March dividend, its first, was
8 cents/share. Rumors indicate that it may now be prepared to
pay out billions.

Finally, if lower dividend tax rates lead to greater shareholder
scrutiny of management's plans for the cash not being shipped out
as dividends, it's possible that wiser capital budgeting decisions
will result and capital will flow to better uses.  But that optimistic
outcome is no sure thing.

Notwithstanding all the above, it's useful to remember that divi-
dends are only part of the "total return" equation.  The other piece
is long-term capital appreciation, which is also now taxed at rates
no higher than 15%.  And investors still have more control over
when they realize capital gains than they do over when they real-
ize dividend income.  Consequently, from a tax efficiency perspec-
tive, investors seeking to accumulate wealth should still prefer to
receive most of their return in the form of capital appreciation and
avoid the drag of a 15% annual tax on the dividend component.
Ideally, wise capital allocation decisions will be made at the corpo-
rate level leading to long-term build-up in value and tax-free com-
pounding of capital.  On a small scale, we think we access pre-
cisely that combination for our clients via Warren Buffett’s
Berkshire Hathaway.  

More broadly, we think the change in tax rates on dividends and
capital gains and the associated tax accounting hassles create fur-
ther incentives for the establishment of distinct mutual fund and
separate account vehicles for taxable and tax-deferred accounts,
respectively.  If these tax changes remain durable, we expect to
see more of these tax-customized investment vehicles come on
stream.

New Tax Complexity
A recurring theme of the new tax law is the addition of further com-
plexity to the tax code.  The dividend tax cut is no exception.  To
qualify for the 15% rate, an investor must own the dividend paying
stock for more than 60 days during the 120-day period beginning
60 days before the ex-dividend date.  Got that?  Happily, our
clients will generally be sheltered from the burdens of that tax
accounting horror.  The separate account managers and mutual
funds that we employ on your behalf will develop systems to track
all of this.  However, clients who purchase dividend-paying stocks
in their self-managed accounts will need to be mindful of these
rules.

In addition, certain dividends won't qualify for the new favorable tax
treatment.  Foremost among them are most dividends from real
estate investment trusts or REITS.  Because REITS are pass
through vehicles that generally don't pay tax on dividends at the
REIT entity level, most of their dividends won't qualify.  This state
of affairs makes it especially advantageous to house REIT invest-
ments, which were already tax-inefficient, in tax-deferred accounts
like IRA's.

Another potential problem could occur when an investor lends
stock to another investor to sell short.  Generally, if a dividend
payment occurs during the period of time the stock is lent out, the
investor who borrowed the stock must transmit a "payment in lieu
of dividends" to the investor who owns the stock.  Such payments
don't qualify for the low dividend rate.  So, stock lenders will
demand a higher payment.  The cost of executing short sales with
stock borrowed from taxable accounts just went up.

Unknown to many investors is the fact that a custodian, such as
Charles Schwab & Co. can lend stock from an investor's "margin"
account without notifying the investor.  Happily, our clients with
margin accounts need not worry about this in the accounts we
manage because of our emphasis on mutual funds, which can't be
lent out.  And the primary separate account manager we employ,
Parametric Portfolio Associates, is an active trader, which virtually
eliminates the possibility that a custodian would seek to borrow
shares from Parametric for fear of having to call the stock back
from the short seller in the event Parametric sold it.

Long Term Gain Rates
The reduction in capital gain rates from 20% to 15% for assets held
for at least a year is a very favorable change for investors.  This
provision is not retroactive; it only applies to sales that occur after
May 6, 2003.  On the margin, this tax reduction should free up
more capital from long term holdings that are being maintained pri-
marily to avoid paying taxes.  And cuts in capital gain rates almost
always provide a positive influence on stock and real estate mar-
kets.  Consequently, we expect our clients to reap significant tax,
as well as some investment benefits from this change in the law.

The new low capital gain rate provides a strong incentive to char-
acterize income as long-term gain.  Consequently, the benefits of
incentive stock options (ISO's) have increased relative to non-
qualified options.  The greater tax savings that can be obtained
from exercising and holding ISO's makes it easier to justify the
risks of a concentrated stock position.  However, for many of our
clients, the almost certain exposure to Alternative Minimum Tax
resulting from ISO activity will erode some of the tax benefit.  And
the volatility of concentrated positions may be so high as to frus-
trate and make psychically uncomfortable any attempt to hold the
stock for 12 months.  Thus careful planning and sound strategy
remain the order of the day with respect to ISOs.

The new lower rates also make contributing to a non-deductible
IRA or variable annuity less attractive for those in the upper tax
brackets.  Investing after-tax income in a tax-efficient, structurally
managed or index like investment vehicle, should provide a better
wealth accumulation opportunity than a non-deductible IRA or
variable annuity (these are also subject to higher operating costs)
which are taxed at ordinary rates as high as 35%.  

Planning Note on Deductible Accumulation Plans:
Because of the benefits of the tax deduction (and possi-
ble matching contributions), it is still a smart move to con-
tribute to qualified plans such as 401(k)’s and Keoghs.
Moreover, assuming the corporate default risk is tolera-
ble…as it generally is…then contributing to non-qualified
deferred compensation plans can still be attractive.

Another interesting impact of the cut in the capital gains rate may
be a shift in preferences for the location of fixed-income and other
ordinary income producing investments.  Heretofore, we have
believed that fixed-income investments should generally be locat-
ed in taxable accounts for two reasons.  First, for taxpayers in the
upper brackets who reside in high tax states, for example, virtual-
ly all of our California clients, tax-exempt municipal bonds have
consistently provided higher after-tax yields than comparable tax-
able bonds.  Moreover, many observers think municipal yields
might rise further to maintain their relative attractiveness compared
to the now higher after-tax return offered by equities paying high
dividends.  Second, part or all of many clients’ fixed income allo-
cation serves as a "maturity-match" position: a specific dollar
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amount of bonds designed to mature on a specific date in the near
future to produce cash resources to fund then near-term financial
goals.

As of this writing, the after-tax return on insured California munici-
pal bonds still exceeds that of comparable taxable bonds, and the
logistics of a maturity-match position are generally complicated by
placement in a tax-deferred account.  Consequently, it's possible
there won't be so dramatic a shift in the location of fixed income
investments as some are predicting.  Nevertheless, we will contin-
ue to closely monitor the after-tax returns on taxable and tax-
exempt bonds to determine if a taxable bond placed in a tax-
deferred account becomes the smart choice.  Meanwhile, what is
much clearer is that the tax law makes it especially attractive to
place high ordinary income producing investments such as REITS
and absolute-return funds of funds in tax-deferred accounts.

Dividend and Capital Tax Gains Rates for Low
Income Taxpayers: 2008's Special Opportunity
The new tax law makes it especially advantageous, from a tax per-
spective, to give appreciated assets to children in 2008.  In that
single year, the tax rate on dividend income and long-term capital
gains for taxpayers in the bottom brackets (up to $28,400 of
income in 2003 for single filers) declines from 5% to 0%!!  For
those clients using an annual gift strategy (making annual gifts up
to the exclusion amount, currently $11,000 per donor, per donee)
to reduce the size of their estate, the zero percent rate in 2008 will
allow them to use appreciated assets and achieve the same after-
tax wealth transfer result as using cash.  For clients who make
such gifts less frequently, 2008 will be a fine year to use appreci-
ated assets to make gifts.

Transferring appreciated assets in 2008 to fund college expenses
is also attractive so long as such transfers don't impair financial aid
eligibility, which is generally not a concern for many of our clients.

Planning Note:  Those few who may have made an
irrevocable "deemed sale" election back in 2001 to restart
the holding period clock to qualify for the 18% capital gain
rate for assets held at least five years should check in
with us.  The new law eliminated the five-year holding
period and, of course, a 15% rate is better than18%.  To
eliminate the perception of "bait and switch", there is
some hope that Congress will pass a technical correc-
tions bill permitting taxpayers who made the election to
amend their 2001 returns.  This should not be an issue for
our clients because we generally advised NOT to make
the "deemed sale" election.  

Oh, by the way, the new low rates on dividends and long-term cap-
ital gains expire after 2008.

Investment Leverage
Since equity returns—capital gains and dividend—tax rates have
declined much more than ordinary income tax rates, investment
leverage (with interest expense deductible at ordinary income
rates, but the leveraged returns taxable at only 15%) will be even
more advantageous than before.

This will be especially the case when the source of the borrowed
funds is a home equity line, or funds that would have otherwise
paid down a mortgage on a principal residence.  In the case of
margin loans, the tax rate relationship may be more neutral
because margin investment interest expense is only deductible to
the extent of investment income.  And if you want to include divi-

dends and long-term capital gains in the investment income buck-
et, you have to permit them to be "taxed" at ordinary income tax
rates.  In practical effect, however, that means that the tax is zero
since they will then be offset by the investment interest deduction.

It's worth noting that historically low interest rates makes invest-
ment leverage very attractive now even without optimizing the tax
aspects. 

Marriage Penalty Relief
Two provisions, which were slated to phase in from 2006-2009
under prior law, now apply in 2003.  Since the vast majority of our
clients itemize deductions, the increased standard deduction for
married couples is irrelevant.  But the new law also increases the
size of the 15% tax bracket to exactly twice that of a single filer.
Formerly, the 15% bracket for married couples was only about
167% that of single filers.

The tax savings from this change are fairly modest: clients should
expect to save about $1,000.  Interestingly, this benefit is available
to married couples even if only one spouse works.  The 15%
bracket for married couples reverts back to 180% of the single filer
15% bracket in 2005. 

10% Tax Bracket Expanded
The new law expands the size of the 10% tax bracket by $1,000
for single filers and $2,000 for married couples filing jointly for the
next two years.  This change produces trivial tax savings of up to
$50 and $100, respectively, for single filers and married couples.

Child Credit Increased
The new law also expands the size of the child credit to $1,000—
up from $600.  Unfortunately, very few clients are likely to realize
a benefit from the credit because of phase-out rules.  The table
below shows the Modified Adjusted Gross Income thresholds over
which the child credit is completely phased out:

The child credit drops to $700 in 2005.

Section 529 Plans
The fall in dividend and capital gain tax rates from the current 10%
to 5% (and 0% in 2008) for taxpayers in the lower brackets has
properly led some commentators to revisit the benefits of Section
529 plans.  

There's no doubt that the reduction in dividend and long-term cap-
ital gain rates has increased the relative attractiveness of taxable
custodial accounts for funding college expenses.  Nevertheless,
for most of our clients, we believe Section 529 plans remain very
attractive education funding vehicles.  The fundamental reason is
pretty straightforward: paying zero tax is better than paying a little
tax.  And since many clients' financial position is such that they
won't qualify for financial aid in any event, the tax-free accumula-
tion offered by a 529 plan—combined with retention of control over
who ultimately gets use of the funds (contributions to custodial
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Number  
of Children 1 2 3 4 

Single Filers $94,000 $114,000 $134,000 $154,000 

Married Couples $129,000 $149,000 $169,000 $189,000 
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Tax Bill Phase-Ins and Phase-Outs 

Provisions 2003 2004 2005 2006 2007 2008 2009 2010 2011 

Marginal  
Income Tax 
Rates 

35% 
33% 
28% 
25% 
15% 
10% 

39.6% 
36.0% 
31.0% 
28.0% 
15.0% 

N/A 

Top of 10 
Percent Bracket 

 
 

• Singles $7,000 $6,000 $7,000, then indexed N/A 

• Married 
Filing Joint $14,000 $12,000 $14,000, then indexed N/A 

Child Credit $1,000 $700 $800 $1,000 $500 

Marriage  
Penalty Relief  

• Standard 
Deduction Twice singles Gradual increase to twice singles Twice singles N/A 

• 15 Percent 
Bracket Twice singles Gradual increase to  

twice singles Twice singles N/A 

Capital Gains & 
Dividend Rate 
(High Brackets 
/Low Brackets) 

15%/5% 15%/
0% 20%/10% 

AMT Exemption  

• Single $40,250 $33,750 

• Joint $58,000 $45,000 

Repeal Personal 
Exemption 
Limitation 

No Change Phase-In Period  
Repeal 

Reinstate 
Limitation 
Personal 
Exemption 

Repeal of 
Phase-Out of 
Itemized 
Deductions 

No Change Phase-In Period  
Repeal 

Reinstate 
Phase-Out of 
Itemized 
Deductions 

Presidential and/or Congressional Election Year Source: (With modifications) Deloitte & Touche LLP



accounts are completed gifts to that child)—still makes this the
best choice for our clients.  Of course, you do need to be careful
not to overfund a 529 plan and incur penalty taxes on non-quali-
fied withdrawals, but that's generally pretty easy to do.

Charitable Gifts…and Other Deductible Expense
Both because the available after-tax proceeds of appreciated
assets have gone up and because the benefits of charitable
deductions have gone down, charitable gifts of appreciated assets
will become more "costly" than before.  Consequently, true chari-
table intent, which has always been the main justification for char-
itable gifts, will now be even more important.

On the plus side, however, because of the benefits of the tax cuts
otherwise, our clients will have more total wherewithal to make
those gifts.

Similarly, the decline in marginal income tax rates reduces the tax
deduction benefits of other expenses.  This could be especially the
case for home ownership as mortgage interest expense and real
estate taxes form a very large portion of most clients' total deduc-
tions.  In the case of property taxes, the reduction in tax benefit
may be less relevant because of the AMT.

AMT for Everyone?
Lurking behind the scenes of virtually everyone's tax situation is
the escalating impact of the Alternative Minimum Tax.  Some, and
perhaps quite a bit, of what the new law provides for most high-
income clients will be clawed back by the AMT.  As you know, the
higher of the two tax calculations applies.  The AMT reportedly
snared approximately 2.3 million taxpayers in 2002.  This year, tax
experts predict over four million taxpayers will be liable for AMT.
The Wall Street Journal reported that by 2008, the AMT will hit over
25 million taxpayers.

Unfortunately, based on sample projections we've done and con-
versations with many of our clients' tax accountants, our clients will
be in the front lines of the next wave of taxpayers enveloped by the
AMT.  In fact, without a change in the law, many clients may find
themselves in AMT practically every year.  The reduction in the
highest marginal income tax rate to 35% versus the fixed 28%
marginal AMT rate virtually ensures that clients living in California
and other high tax states will be subject to AMT because state
income tax (the real killer) and property tax are not deductible for
AMT.  Incentive stock option exercises, interest on home equity
loans used for personal purposes, and for some, miscellaneous
itemized deductions can all contribute to make AMT a recurring
fact of life.  Granted, Congress did lessen the AMT preference on
the sale of qualified small business stock, and also increased the
AMT exemption amount (but only for the next two years and the
exemption phases out for high-income taxpayers).  So there's no
real relief; just one more band aid on a wound that's going to
require a tourniquet in a few years, if not sooner.

Looking Forward
As noted at the beginning of the article, this most recent change in
the law has made the tax code even more convoluted, complex,
and apparently perverse than was the case immediately after the
passage of the 2001 tax cut.  No small accomplishment that.  The
table on the prior page is offered in evidence.

It should surprise no one that none of the tax cut benefits begin to
phase out until 2005—safely after the 2004 presidential and con-
gressional elections.  However, at that time several provisions—

perhaps most importantly, the higher AMT exemption amounts—
go away.  In 2005, it's not hard to foresee Congress and a re-elect-
ed or new president facing substantial budget deficits, an explod-
ing AMT problem, concern over the disappearance of "pro family"
tax benefits, and a probably still unsettled estate tax situation.  Add
to that the long-term fiscal challenges posed by Medicare and
Social Security and it's a reasonable bet that we will see further
action on the tax front.  So enjoy as much of the benefits of the new
tax law as you can…while they are around. 

Tom Tracy
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Stock Options…for Sale?!

Microsoft's recent announcement that it is arranging with
J.P. Morgan Chase to permit Microsoft employees to sell
underwater stock options will raise important questions for
many of our clients.

So far as we know, this is the only arrangement of its kind
at this point.  But many other option-granting companies
and investment banks may quickly follow suit if this plan
achieves SEC blessing.  We are of course ready to evalu-
ate the merits of any specific opportunity for our clients as
the situations arise.  But even at this stage, some important
generalizations are appropriate.  Even if underwater, the
lower the option's exercise price, the higher its value will be.
Maybe less obvious but even more important, the longer the
remaining exercise period, the greater the value.  

While the appropriate course of action in this context (as in
any financial transaction) will be a function of the client's
objectives, time frame, and risk tolerance, we come at this
prospective opportunity with some skepticism.  If, as report-
ed, the investment banks (the options' buyers) are seeing
this as a huge profit opportunity, it can't also be a huge prof-
it opportunity for the options' sellers.  We will be more
inclined to find this opportunity attractive for clients if some
form of open-market option sale apparatus appears.
Having only one possible buyer should make any seller
wary.

We will have more to say on this topic as the situation devel-
ops.  But, two final notes:

This opportunity is far different from the conventional case
of "transferable options" that we have helped many clients
take advantage of.  There, the opportunity is to make an
option transfer, as a gift, to family members, to optimize
family wealth transfer at discounted transfer tax costs.  One
piece of good news that could arise from the interest com-
panies may have in making stock options transferable, for
sale, is that those companies will likely also get around to
making options transferable as gifts.  That is an opportunity
for which we already have significant enthusiasm.

It is also far different from the purported sale of options in
now infamous “tax shelters” promoted by several large law
and accounting firms.  We were never involved in those; we
knew they didn’t work.



Manager Watch:  International Small Cap
Late this quarter we decided to say farewell to longtime client hold-
ing Liberty Acorn International.  Manager Leah Zell, one of the pio-
neers of international small cap investing, is retiring later this year.
Despite some difficulty over the last couple of years that caused us
to put the fund on our watch list, Leah generated outstanding long-
term returns over the ten years that we have held her fund in client
accounts. 

However, since we don't have equivalent confidence in its succes-
sor management, we've decided to replace Liberty Acorn
International with two new funds—DFA International Small Cap
and DFA International Small Cap Value.  Both funds are managed
by Dimensional Fund Advisors and apply a structured approach
conceptually very similar to the one that guides their US small cap
funds, which we already use in most client portfolios.  

Replacing Liberty Acorn, an actively managed, growth-oriented
fund, with "structurally-managed" DFA funds is more than just a
change of funds.  It is also a significant shift in our approach to
investing in this asset class.  We arrived at this conclusion after
performing a very broad search for managers in this asset class.
International small cap growth managers, as a group, experience
the same difficulty delivering consistent returns as we've observed
with domestic small cap growth managers. (We first discussed this
issue in last quarter's Commentary.)  For even the best active
growth managers, periods of substantial outperformance can be
followed by long periods of disappointing returns.  

Rather than replace Liberty Acorn with another active growth man-
ager who is likely to suffer from the same issues, we've decided to
adopt a structured management approach to international small
cap that promises to deliver more consistent exposure to the broad
international small cap markets. 

In addition to broad exposure within the asset class, a structured
approach brings a number of subsidiary benefits.  It is far less
expensive to implement than an active approach, meaning the
DFA funds' fees are substantially less than other managers we
considered.  For example, two strong candidates among actively
managed funds charge management fees of 1.75% (Oakmark
International Small Cap) and 1.5% (AXA Rosenberg International
Small Cap), approximately double the 0.71% for DFA International
Small Cap and 0.83% for DFA International Small Cap Value.
DFA's low-turnover approach also results in less trading than at
many actively managed funds, leading to far lower costs and fewer
taxable distributions.  

All clients with an allocation to this asset class will own DFA
International Small Cap, a "blend" fund that contains broad expo-
sure to both growth and value stocks; clients with more than
$200,000 in this asset class will also own DFA International Small
Cap Value to achieve some additional diversification in larger hold-
ings.

DFA International Small Cap Fund
Three year annualized return: 8.0%; 2nd quarter 2003: 23.5%

DFA International Small Cap Value Fund
Three year annualized return: 6.4%; 2nd quarter 2003: 27.4%

Investment Strategy and Process.  The DFA organization
employs deliberate and tightly focused strategies to construct port-
folios with systematic exposure to factors or characteristics that
DFA believes largely explain long-term excess equity returns. The

theoretical basis for this approach was the pioneering research by
University of Chicago professors Eugene Fama and Ken French.
Their thesis is that exposure to the "size" (small company) and
high "book-to-market" (value) factors is a key predictor of excess
(greater than the market) stock returns.  They argue (and empiri-
cal evidence supports) that, compared to larger and/or rapidly
growing firms, investors demand a higher return from small com-
panies and from struggling, low-priced companies in order to com-
pensate for these companies' comparatively greater risk.  DFA
implements this "small cap" and "value" excess return premise
overseas in a manner very similar to the domestic small cap funds
clients already own.  

DFA defines the eligible universe as all publicly-traded stocks in
developed overseas markets, excluding certain problematic stocks
(e.g., impending bankruptcy or other severe financial difficulty) as
well as recent IPOs and illiquid stocks.  They then rank the remain-
ing stocks by market capitalization and will purchase stocks from
the smallest 8% of that market.  The International Small Cap Value
fund goes one step further and ranks all companies in the small
cap subset by their book-to-market ratio (book value divided by
market value), then purchases only the 30% of the stocks in that
8% with the highest book-to-market ratios.

DFA will generally hold a stock until its value exceeds the smallest
10% of the market or, in the case of the Value fund, if its book-to-
market ratio declines below the 30% threshold (i.e., the stock price
rises significantly).  This "hold zone" increases the funds' tax-effi-
ciency and reduces transaction costs.  The graph below illustrates
how stocks in the portfolio become eligible for sale when they
move out of prescribed buy and hold ranges as measured by size
or book-to-market ratio.

DFA adds further value through significant transactional efficien-
cies.  DFA exploits small company stocks' relative illiquidity by pur-
chasing large lots of a single stock, often from company insiders or
large shareholders. The large purchase volume allows DFA to
often negotiate a purchase price that is at a discount to the current
“market value”, thus turning a transaction "cost" into an additional
form of return. 
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Why We Like These Funds. Similar to the approach DFA takes
to its domestic large cap and small cap funds, DFA implements a
sound and very inexpensive approach to investing in overseas
small cap markets.  DFA's structured investment model and disci-
plined execution provide broad, diversified access to the asset
class and limit the potential for emotional decision errors.  For
good or bad, there is no “manager risk”, since the funds are guid-
ed by a series of models instead of a manager who can retire,
switch firms, or just lose his/her touch.  

Nevertheless, DFA's investment strategy team, which includes
several highly regarded finance professors and Nobel laureates,
has an extremely deep intellectual well from which to draw.  The
models that drive the funds are continuously updated to reflect the
latest thinking in financial economics.

Finally, DFA funds are available only to the clients of firms like
Kochis Fitz.  This insulates the funds from the potentially volatile
short-term cash flows that plague many retail funds.  These "insti-
tutional" funds are available to our clients at very low cost—about
half of the going rate relative to other funds in this asset class.  

DFA has compounded these advantages over time into an envi-
able record in which its funds' performance stand among the top of
their respective asset classes.  While their broadly diversified
approach often causes the funds to lag in markets dominated by
relatively few stocks or by narrow themes, like the environment of
the late 1990s, it also ensures that shareholders will fully partici-
pate in the long-term growth of the dynamic overseas small cap
markets.

International Small Cap versus Large Cap Weight?!?

We are conducting further research into whether client portfolios
would benefit by increasing the small cap proportion of the aggre-
gate overseas allocation.  We currently allocate only 20% to small
companies and the remaining 80% to large companies.  Many aca-
demics contend that small companies overseas may add more
potent diversification effects to portfolios than do larger compa-
nies, since smaller regional companies depend more on local mar-
kets than larger companies, which are more tied into the global
economy and therefore tend to rise and fall more in sync with the
US markets.

By analogy to the domestic model, small companies overseas
should also provide, over time, greater absolute returns.  Thus a
heavier small cap weighting would be consistent with the
large/small balance most of our clients adopt for their US equity
positions.  The logic for a small cap preference is compelling; but,
in contrast to a great deal of empirical support for the domestic
proposition, little definitive data is available on international small
companies.  

We are continuing to carefully study this question.

Greg Schick

Fed's Lucky 13?  
Igniting the Economy and Fighting Deflation

The Fed is hoping that 13 is their lucky number.  The Federal Open
Market Committee cut short-term interest rates ¼% to 1.00% in
late June, its 13th rate reduction since 2001.  The cut itself wasn't
too remarkable—most people were expecting a cut of ¼ or ½%
with the slight majority favoring a ½% cut—but the messages (both

written and implied) were important.

Accompanying the announcement of the rate cut was the Fed's
decree that, going forward, it does not intend to make any pre-
emptive rate increases if it sees signs of the economy heating up
too quickly.  This is a change in stated policy that had been in place
for the last 20 years.  It appears that the Fed is so intent on restart-
ing the economy that it is willing to accept a return of a small
amount of inflation rather than risk extinguishing the spark of eco-
nomic recovery.  

The Fed also indicated that it intends to keep rates very low "for
the foreseeable future", meaning rates aren't going up anytime
soon and probably will remain low much longer than we had pre-
viously expected.  The Fed's official statement boiled down to
expectations for a bumpy ride over the next 2 quarters with a
promise of cheap money to soothe the pain.

Of greater concern was the reference to deflation, "the probability,
though minor, of an unwelcome substantial fall in inflation [disinfla-
tion] exceeds that of a pickup in inflation from its already low level".
In other words, further disinflation is more likely than inflation, and
it could lead to deflation.  

Part of the reason for this shift could be the unusual nature of the
current economic malaise.  A typical recovery from recession is
lead by consumer spending and home construction.  This time
around, these two legs of the economy had already held up pretty
well, so there's not much potential for added growth in these sec-
tors.  The key to economic recovery now is an increase in business
spending and this sector has proven very difficult to motivate.
Production utilization is hovering just above 70% (rather than the
more typical mid-80%) and businesses are reluctant to expand
capabilities until they are confident that they will utilize current
capacity.  As long as this mentality remains, reductions in borrow-
ing costs alone could fail to stimulate the economy.

Commonly today, businesses are still focused on cutting costs.  To
some extent, reduction in interest rates helps here because it
reduces the cost of financing the production capacity that has
already been put into service.  This may help companies avoid
even larger cuts in payrolls, as more layoffs are on the horizon
across the country.  Unemployment rates have increased modest-
ly and new jobless claims are up!  Thus, the lack of business
spending is raising concerns about deflation.  

The fear of layoffs seems to be affecting consumer confidence.
The latest surveys show declines from the post Iraq war rebound
as more Americans profess worry about the future.  But that lack
of confidence hasn't yet translated into reduced consumer spend-
ing (apparently there are many people turning to "retail therapy" to
ease their fears over the future).  

For the worriers among us, surveys of falling consumer confidence
could be of greater concern than actual current spending rates,
due to lag effects.  And the percent of disposable income going to
savings is also on the rise.  If consumers slow down, the threat of
deflation becomes much more real.  

Good Deflation/Bad Deflation
To be clear, falling prices themselves are not bad.  Indeed, with
Kochis Fitz clients' long-term planning based on real return
assumptions, disinflation or even small amounts of deflation are
beneficial to long-term plans.  The cause of the falling prices is also
important.  Declining prices due to productivity gains are very
good: consumption costs are lowered but profitability can be main-
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tained and even improved.  Sustained deflation (declining prices
due to lack of demand) however, has severe negative impacts and
could set us into a downward spiral that is difficult to reverse (last
time it took World War II).

The Fed's most recent meeting was the second in a row where the
Fed has mentioned deflation; but deflation doesn't seem to have
many people at the Fed panicked.  To many observers, the Fed's
efforts in June were seen as pre-emptive, a form of insurance,
rather than a curative measure.  Of special interest to us was the
lone dissent registered by our neighbor, Robert Parry, President of
the San Francisco Federal Reserve Bank.  Citing the sluggish
economy, he argued for a ½% cut in the Fed's benchmark short-
term interest rate.  Considering that the San Francisco Federal
Reserve Bank represents 9 Western states, an area that has been
hit harder by the economic downturn than the country as a whole,
it's not surprising that the push for a larger cut comes from Mr.
Parry.  

If the 13th rate cut doesn't prove lucky enough, the Fed is not
going to be able to play this game much longer.  Cutting only ¼%
left the Fed the possibility, we believe, of one more ¼% reduction
in the future.  Notwithstanding Greenspan’s recent Congressional
testimony, we think it is highly unlikely that the rate could go below
.75%—both because money market funds could be forced out of
practical viability and because the Fed doesn't want to appear des-
perate.

With the ability to cut rates just about depleted, the Fed is looking
at a number of alternative means of priming the economic pump.
These include greater dissemination of information ("open-mouth"
operations), setting targets, buying bonds (treasuries, corporate or
mortgage backed) or encouraging a weaker dollar.  Open-mouth
operations are already underway as the Fed has been more vocal
about it's willingness to leave rates low for a long time and stating
it's new policy intent not to raise rates at the first signs of renewed
inflation.  

It seems to us that the Fed is less likely to disclose set targets
because it gives it less flexibility.  If it does set targets and then
responds to short-term situations in a manner that contradicts the
stated targets, it will lose credibility.  It is also unlikely that the Fed
will advocate a weaker dollar.  It is a strategy that could provide
short-term relief at the expense of our trading partners and could

eventually lead to corresponding devaluations.  The Fed's informal
role as monetary leader of the developed world effectively pre-
cludes such parochial behavior.   

Current law restricts the Federal Reserve from buying corporate
and mortgage backed bonds and it's unlikely that they will push for
a change to allow them to do so since it would be so difficult to buy
such bonds in an unbiased manner.  That would leave buying
Treasuries as the only viable remaining option.  Interestingly
enough, the suggestion after their May 6 meeting that they might
do this caused investors to buy up Treasuries ahead of them,
thereby achieving the Fed's goal of driving down longer-term inter-
est rates.  Demand for Treasuries remained high through early July
when investors decided that the Fed wasn't going to be buying
anytime soon and unloaded the bonds—driving yields up .5% in
one day.   

The key question is how big is the risk of deflation in the US?  The
world's second largest economy, Japan, has been in this mode for
a number of years and Germany, the third largest, is beginning to
experience deflation as well.  The second quarter's stock market
returns seem to indicate that many people believe the worst is
behind us.  To justify current market valuations, however, we will
need to see improving corporate profitability.  To avoid further
deflationary pressure, further reductions in costs will not be the
ideal way of accomplishing that since one company's costs are
another company's revenues.  

One factor that would keep us out of this spiral would be strong
productivity gains.  If corporations can gain profitability through
increasing productivity they can avoid layoffs and other cost cut-
ting moves and still remain competitive.  Early indications for the
year show productivity on the rise in 2003, but maybe not enough
to carry economic recovery alone.

As we read the Fed's official statement, we have some chance of
either modest inflation or modest disinflation.  Until the market is
sure that, either way, the effect is going to be mild, we could see
sideways markets (up and down within a range).  Still, we have
confidence in the American consumer's continued willingness to
spend.  That, alone may be enough to tip the balance in a favor-
able direction.

Kacy Gott
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Wealth Management,
A Concise Guide to Financial Planning 

and Investment Management for Wealthy Clients

We are pleased to announce that in addition to our existing contributions, Kochis Fitz is further commit-
ting a substantial portion of the royalties from our recently published Wealth Management book to the
Foundation for Financial Planning.  

The Foundation provides major support to the profession's disaster relief agency.  It also provides grants
to organizations and programs that enhance the public's awareness of and use of the financial planning
process to improve achievement of financial goals.

Encourage your friends to buy a book. They will benefit and so will the Foundation.



3 Years
2nd Quarter 12 Months Annualized

2003 to 6/30/03 to 6/30/03

Short-Term Benchmark Index: Lehman Brothers 1-5 Year Gov/Corp Bond
(Taxable) Benchmark Fund: Vanguard Short-term Bond Index 1.8% 7.2% 7.9%
* DFA Two Year Global Fixed Income 0.8% 4.5% 5.6%
* Scudder Preservation Plus Income 1.1% 5.0% 5.4%

Vanguard Short-term Corporate 1.9% 7.1% 7.4%
Intermediate Benchmark Index: Lehman Brothers Aggregate Bond
(Taxable) Benchmark Fund: Vanguard Total Bond Market Index 2.6% 9.4% 9.3%
* DFA Five Year Global Fixed Income 2.5% 10.6% 8.0%
* PIMCO Total Return 2.8% 11.2% 10.9%

Merger 5.1% 6.4% 2.9%
Intermediate 
(Tax Free) Benchmark: Morningstar Muni CA Intermediate Category Avg.     1.8% 6.2% 6.5%

Vanguard CA Insured Intermediate Tax-Exempt 2.3% 7.8% 7.5%

Benchmark Index: Morgan Stanley REIT Index
Benchmark Fund: Vanguard REIT Index Fund 12.3% 3.9% 13.8%

Columbia Real Estate Equity 11.8% 4.2% 11.2%
* Prana Growth (as of 5/31/2003) N/A 8.5% 9.1%

Benchmark Index: 60% Wilshire 5000 and 40% Lehman Brothers Aggregate Bond
Benchmark Fund: Vanguard Balanced Index 10.8% 5.2% -2.4%

Dodge & Cox Balanced 12.3% 5.6% 10.3%
Vanguard Asset Allocation 15.3% 3.1% -3.7%

* Undiscovered Managers Multi-Strategy Fund 2.6% 2.9% N/A
* Lighthouse (On-Shore) 3.2% 7.9% 7.5%
* Lighthouse (Off-Shore) 3.1% 7.8% N/A
* Treflie (On-Shore) 4.6% 5.0% 5.1%
* Treflie (Off-Shore) 4.4% 5.4% N/A

Index Benchmark Index: S&P 500
Benchmark Fund: Vanguard Index 500 15.4% 0.2% -11.3%

Schwab 1000 15.4% 0.7% -10.6%
Large Cap ETF (SPDR)/Index (Schwab S&P 500) 15.3% 0.2% -11.3%

* 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 20.3% -0.8% -4.3%

Berkshire Hathaway 13.7% 8.8% 11.4%
* DFA Large Cap Value 17.8% -5.3% 5.4%
* DFA Tax Managed Marketwide Value 19.5% -2.5% 0.1%

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 2003

FIXED INCOME

REAL ESTATE

BALANCED
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ABSOLUTE RETURN

LARGE CAP: DOMESTIC



3 Years
2nd Quarter 12 Months Annualized

2003 to 6/30/03 to 6/30/03

Growth Style Benchmark Index: MSCI EAFE Growth
Benchmark Fund: Vanguard Total International Stock Fund 19.6% -5.5% -13.0%

Artisan International 23.1% -13.3% -15.2%

Value Style Benchmark Index: MSCI EAFE Value
Benchmark Fund: Vanguard Total International Stock Fund 19.6% -5.5% -13.0%

Longleaf Partners International 30.7% -1.9% 6.0%

Blend Benchmark Index: Russell 2000
Benchmark Fund: Vanguard Small Cap Index Fund 22.2% -2.7% -3.3%

* DFA Tax Managed US Small Cap 26.0% 0.2% -0.7%
* DFA US Small Cap 25.7% 1.1% 1.3%
* DFA US Micro Cap 27.4% 3.2% 4.3%

Value Style Benchmark Index: S&P Small Cap 600/BARRA Value
Benchmark Fund: Vanguard Small Cap Value Index Fund 19.4% -10.9% 7.5%

* AXA Rosenberg US Small Cap Institutional 17.3% -3.1% 7.1%
* DFA Tax Managed US Small Cap Value 27.7% -4.1% 7.7%
* DFA US Small Cap Value 28.0% -2.8% 10.8%
* Longleaf Partners Small Cap [Closed] 26.5% 9.0% 10.7%

Benchmark Fund: DFA International Small Company Portfolio 23.5% 9.8% 8.0%
* DFA International Small Company 23.5% 9.8% 8.0%
* DFA International Small Cap Value 27.4% 15.0% 6.4%
* Acorn International 21.5% -5.7% -14.5%

Benchmark Index: MSCI Emerging Markets Free
Benchmark Fund: Vanguard Emerging Markets Index Fund 22.5% 5.8% -6.1%

* Brookdale Global Opportunity Fund 14.8% 7.6% N/A
* Oppenheimer Developing Markets 25.9% 5.5% -2.3%
* SSgA Emerging Markets 21.3% 3.5% -6.4%

T. Rowe Price Emerging Markets 22.9% 4.7% -8.6%

* 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 2003

LARGE CAP: DEVELOPED OVERSEAS

SMALL CAP: DOMESTIC

SMALL CAP: DEVELOPED OVERSEAS

EMERGING MARKETS
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