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Notwithstanding its generally positive tone, the third quarter continued to suffer the frenetic ups and downs
of a domestic market uncertain about inflation and related moves by the Federal Reserve to avoid it by
increasing short-term interest rates.  There are some segments of the economy that could consider a
“little” inflation to be a good thing (real estate, manufacturing, labor) and some groups, particularly in the
residential real estate industry, have taken to specifically lobbying the Federal Reserve against any further
increases in rates.

Long-term rates continued to confound most commentators by still rising rather than falling.  Either there is
still a non-trivial increase in inflation just beyond the visible horizon, or long rates will (must) eventually fall
when the markets become convinced that that is not the case.  We believe the latter expectation is more
probable than the former.  Consequently, even if we weren’t convinced of the appropriateness of heavy
commitments to equities for their long-term performance preference, we would be reluctant to shy away
now since equities should do well if long-term interest rates do fall.

More important than that general conclusion, however, is the fact that we have positioned individual
clients’ portfolios to achieve those clients’ specific objectives within the specific time frames for
accomplishing them.  Our allocation of assets between fixed income investments and equities and within
classes of equities is determined almost entirely by the timing of the clients’ needs and almost not at all by
our view of the short-term tenor of the markets.

Many overseas markets performed very well in this past quarter, especially in several of the emerging
markets.  We are, of course, pleased that we have advocated that many of our clients have substantial
commitments overseas.  Much of those gains, however, stem from continued weakness in the dollar and
we believe that the dollar is still likely to appreciate somewhat in the coming months as some of the
uncertainty about our economy and the outcome of the election settles down.  Meanwhile, the relative
cheapness of the dollar versus other currencies could spur enhanced interest in our domestic markets by
overseas investors.  History indicates that such increased investment in the US should at least follow a
firming of the dollar.  If these propositions prove to be correct, the better performance in our clients’
portfolios, in the coming months, could be expected to come from the domestic components.

Portfolio Rebalancing Policy

During this third quarter, we implemented our policy of rebalancing clients’ equity portfolios.  The term
“rebalancing” refers to the process of realigning an investor’s current asset allocation back within a range
consistent with that investor’s initial strategic allocation as set out in the investment plan.  The idea is to
rebalance once a component of a client’s portfolio deviates (becomes larger or smaller) more than a
certain percentage from the planned allocation.  Generally, we require a deviation of more than 5% before
we take action.  Going forward, we plan to implement the policy on an annual basis and generally in the
third quarter of the year.  We don’t expect to rebalance more frequently and we may postpone
rebalancing portfolios for a longer period.



The underlying rationale is to maintain the optimal allocation and risk/return profile of the portfolio among
the various equity asset classes:  domestic large cap, domestic small cap, and international.  From an
investment strategy perspective, rebalancing a portfolio follows a contrarian investment approach
whereby, on the margin, the better performing asset class is sold in favor of the lower relative performing
(cheaper) asset class.

Notwithstanding the theory, the implementation of a rebalancing policy is weighted against several
practical considerations, especially taxes and transaction costs.  Our objective was to minimize both where
possible.  Furthermore, no action was needed in the many cases where anticipated future cash inflows
could be used to readjust the portfolio.  The upshot was that not many transactions were required to
achieve the objectives of the policy in our client portfolios.  Most clients wouldn’t have noticed much
activity and none of our clients realized any significant taxable gain.

Our rebalancing methods, in descending order of application, are:

• Use of anticipated current or future capital flows to adjust the portfolio.

• Use of tax-deferred accounts (IRA’s, annuities, etc.) to make portfolio adjustments.

• Use of “no-transaction fee” investment alternatives when possible.

• Avoidance of taxable transactions that generate large gains.

Regarding the last point, we did not rebalance any client portfolios if doing so would unavoidably produce
large taxable gains.  We are skeptical that the benefits of adjusting the asset mix compensates for the
taxes paid.  However, if the deviation eventually becomes great enough, we will attempt to rebalance the
account while managing the tax effect based on other individual circumstances.

Fund Watch

Third quarter results were positive for most asset classes, erasing much of the first and second quarter
declines and leaving the typical portfolio about even for the nine months of 1994.

As stated in our report last quarter, we have begun implementing a policy of diversifying the large cap
domestic stock allocation between pure index funds (Vanguard 500, Schwab 1000) and active managers
using a growth style (Janus Fund) and a value style (Neuberger Berman Guardian).  Over the past 10 - 15
years, a 50:50 combination of these two funds has consistently outperformed the S&P 500 Index.  We do
not know, and can not know, whether the managers added value by skill or luck.  That’s the ongoing
dispute between efficient market theorists and their detractors.  Our opinion is that we have the
opportunity to reduce risk (the volatility of these two funds is slightly lower than the S&P 500 volatility)
while hoping to capture enhanced returns.  Changes were implemented only with new cash to invest or
where tax consequences on the sale of the index fund were negligible.

Third quarter performance shown on the next page can be summarized as follows:

• Core large cap equity index funds (Schwab 1000, Vanguard 500) were up about 5%, slightly
outperforming actively managed funds (Janus, Neuberger Berman Guardian, Guardian Stock Fund)
which were up about 3%.



• The small to medium capitalization domestic funds in our selected universe were generally up about 5-
6%, with double digit performance among a few of the funds.  Growth slightly outperformed value,
reversing recent trends.

• Core international funds averaged about a 5% return, but ranged broadly from 1-1/2% (Baillie Gifford)
to 10% (Harbor International).  As we remarked last quarter, the so-called Emerging Markets tend to
move in the same direction as core international funds, but with greater amplitude.  Montgomery
Emerging Markets was up over 17% for the quarter.

The following summarizes the performance of the most commonly used mutual funds and annuity
subaccounts in our client portfolios.

Trailing Three Years
Quarter Year to Date One Year Annualized

Large Cap Domestic

Schwab 1000 5.1 0.4 2.2 9.3
Vanguard 500 4.9 1.2 3.6 9.0
Janus 2.6 - 1.2  0.9    9.0
Neuberger Berman Guardian 3.0 1.4 5.3 14.3
Guardian Stock Fund (annuity) 3.8 -  0.88 - 3.4    13.6

Small to Medium Cap (domestic)
   Growth and Earnings Momentum

Berger Small Co. Growth 16.1 N/A  N/A    N/A
Brandywine 5.7 - 0.8 - 1.4 15.8
20th Century Ultra 5.1 - 5.3 - 8.2    11.6
Meridian 6.1 - 0.5 - 1.1    15.4
Value Line Centurion (annuity) 10.1 - 3.75 - 6.7      7.7

Small to Medium Cap (domestic)
   Value Orientation

DFA Small Co. Value 4.8 5.3 9.1    N/A
Mutual Discovery 3.6 7.1 18.9    N/A

Core International

Baillie Gifford (annuity) 1.4 2.2 10.5      6.3
Oakmark International 6.5 - 1.0 14.2    N/A
T. Rowe Price International Equity  5.3 3.6 16.2 12.8
Harbor International    10.3 7.5 22.5 15.7
Warburg Pincus International  5.5 7.8 26.7 16.3

Emerging Markets and
   International Small Cap

Acorn International 6.1 3.5 18.6    N/A
Montgomery Emerging Markets 17.6 3.3 33.4    N/A



Montgomery International Small Cap 4.9 - 7.3 5.2    N/A


