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The Mighty Yen

The persistent running of deficits and the accumulation of debt in the US is and has been the source of
dollar weakness for more than a decade.  From a high of 263 yen in 1985, the US has seen the greenback
fall to the current mid-80 levels.  In the first quarter of 1995 alone the dollar has slid 14% against the
Japanese yen and 10% against the German mark.  Although nothing fundamental has changed, several
events this quarter have served to highlight the debt and deficit problems facing the US and to erode
confidence in the dollar.  This cleared the way for the more fundamental problem of US-Japan trade
imbalances to seek an exchange rate level more appropriate to trade equilibrium.

Some of the major factors recently abetting the dollar’s precipitous fall are:

1) The US effort to prop up Mexico’s currency to the tune of $18 billion dollars.  In effect, the
world perceives this move as stepping into the currency equivalent of Vietnam, an open-ended
commitment with no guidelines on how to cap possible losses.  Although our involvement may only be
temporary, with the US already mired in debt, the appearance of the US adding the Mexican currency
bailout to its burden, thus pesoizing the US dollar, spooked world currency markets.

2) The failure of the balanced budget amendment.  Irrespective of whether the amendment made
economic sense, its failure was symbolic, highlighting the lack of political will in Washington to take
decisive action against the nation’s budget deficit.  The recent tax cuts proposed by the House,
reducing tax revenue when the government is running a deficit, only heightens the sentiment that the
US has no stomach for serious deficit fighting.

3) Throughout the first quarter, the economic reports indicate a general cooling off of the
economy.  With growth stalling and inflation still under control many believe the Fed has engineered a
“soft landing” for the economy and that few, if any, interest rate hikes are in the offing.  High interest
rates attract foreign money and the leveling of US interest rates makes the dollar less appealing to
foreign investors.

A Strong Rebound in the US Securities Market

In light of the dollar’s weakness it would be reasonable to expect a mirror of this weakness to appear in
the US securities markets as foreign investors sold US assets to flee the dollar.  Yet the opposite occurred
as US equity and bond markets enjoyed very profitable first quarters.  The answer to this conundrum is
that while the dollar weakened against the yen and mark, it strengthened against 150 other currencies.  US
investors in emerging debt and equity markets, tired of the uncertainty in these markets, decided there was
no place like home, sold off their foreign holdings and marched back home with their foreign assets, buying
dollars in the process.  In February alone investors pulled out $603.9 million from global bond funds while
US bond funds netted inflows of $1.13 billion.
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In the short to intermediate-term, one can expect investors to continue moving their money away from
volatile foreign markets and back to the relatively low-inflation, controlled-growth environment of the US.
However, in the long term, the dollar can be expected to continue to depreciate against the currencies of
its more fiscally responsible trading partners until some seminal event changes the currency market’s
perception of US debt.  Our overseas portfolios have not generally attempted to insulate our clients from
this exchange rate turmoil; but the managers of our overseas funds have been “light” on Japan, not seeing
many viable investment opportunities in that market.  The net declines (the Japanese stock index, the
Nikkei, is down about 20% since December in yen terms) have had only small impacts on our clients’
overall portfolios.

Disappointing Emerging Markets

The recent performance of emerging markets equity mutual funds has startled and shocked many
investors.  The average emerging markets equity fund lost 11.2% in the first quarter and is down 15.2%
over the past year.  Our primary choice for investment in this asset class, Montgomery Emerging Markets,
returned -10.8% for the quarter and -9.3% over the past year.  After tremendous gains in 1993, investors
were subjected to the flip-side of emerging markets investing -- significant short-term volatility on the
downside.  What began as a correction from the overheated markets of 1993 became a deeper downdraft
precipitated by the Mexican peso devaluation in December 1994.  The extent to which other emerging
markets declined in sympathy with events in Mexico surprised many analysts and managers (us included),
and provided further evidence that the benefits of diversification are sometimes reduced in the short-run
when economic and political events affect significant countries.

Some of our clients have asked us if it still makes sense to invest in these markets.  We think it does.
When implemented and monitored within the proper framework, we believe investment in emerging
markets remains an appropriate component of investors’ long-term diversified equity portfolios.  Despite
the recent unfavorable events in Mexico, the majority of emerging countries continue to pursue
macroeconomic policies that will foster sustained economic growth and, perhaps at a slower pace for a
while, attract foreign capital.

The economic fundamentals and secular trends that support investment in these markets remain intact.
The emerging countries continue to take steps to liberalize financial markets, increase the privatization of
state industry, reduce barriers to free trade, and manage their external accounts in a manner that promotes
foreign investment.  In this respect, the events in Mexico may prove helpful, providing a warning of the
deleterious economic effects that may obtain if emerging nations mismanage their economies.  Another
positive development related to recent events has been the shake-out of “hot money” from these markets,
an action that benefits the patient long-term investor.

Of course, the above arguments represent longer-term trends while the short-term risk factors remain
acute.  Therefore, especially in this asset class, a long-term investment horizon combined with a disciplined
portfolio process is essential.  As a general rule, most clients’ investment plans limit exposure to this asset
class to 8% - 15% of the value of the total portfolio.  Furthermore, this allocation is dynamic, not static.
As an investor’s time horizon relative to his/her long-term objectives narrows, the allocation to international
equities (and particularly emerging markets) is reduced -- eventually to zero.

We think the case for including emerging markets within a portfolio remains attractive from a long-term
risk/reward standpoint.  Investors who maintain a long-term perspective and view their allocation to
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emerging markets within a total portfolio context will better tolerate short-term volatility and stay the
course to reap the likely long-term superior returns.

Fund Watch

Several changes were implemented during the first quarter of 1995 for many of our portfolios.  As
reported in last quarter’s letter, where taxable gains were not a major issue, we replaced shares of
T. Rowe Price International with core funds Ivy International and/or Warburg Pincus International Equity.

In the area of international small capitalization, we are adding Tweedy Brown Global Value Fund to
complement what we perceive as the more growth-oriented investment style of Acorn International (now
closed) and Montgomery International Small Cap.

Finding good domestic small cap funds can be a problem because reputable managers often close their
funds before the asset base gets too large.  We have taken positions in the highly-rated Heartland Value
Fund which is scheduled to close by July 1.  We have also purchased the Lindner/Ryback Small Cap
Value Fund for some accounts.  This new fund has a small asset base but well established management.
Eric Ryback has successfully managed the Lindner Dividend fund for 13 years.  We believe that new
funds with proven managers provide a reasonable probability for enhanced returns.

Overall, the funds in our clients’ portfolios provided returns typical of the asset class and geographic
region.  The very weak dollar did not hurt domestic stocks, which had their best quarter in years.
Conversely, the rising yen was insufficient to counteract the rapid decline of the Nikkei (Japan) Index.

Globally, the following average returns for US-based regional funds were reported in Barron’s for the
first quarter (in US $):

Canada -0.7% US +7.2% Latin America -30.4%
Europe +2.4% Japan -8.8% Pacific Rim -4.3%

Since Latin America and the Pacific Rim comprise the bulk of emerging market countries, it is no surprise
to find double-digit losses in our emerging markets funds.  Among core international funds, Warburg
Pincus has a heavier exposure to Japan than do Ivy and Harbor International; and the returns follow this
weighting -- slightly positive in Ivy/Harbor; down in Warburg Pincus.

Among domestic stocks, this was a large cap “Fortune 500” type of quarter in which market cap-weighted
index funds tended to outperform managed funds, and large cap tended to outperform small cap.
Consequently, our most aggressive, long-term investors had the least rewarding returns this quarter.  The
more conservative portfolios, with laddered bonds and a heavy allocation to large cap domestic (especially
index) funds, tended to have the best returns.  We do not see this as the long-term relative balance.

Most domestic managers achieved positive returns, independent of style or market cap.  The only negative
return among our domestic funds was that of the Calvert Strategic Growth Fund managed by Ced Moses,
who was featured in a recent Barron’s interview.  From May of 1994, when the fund first came to
market, through the end of the year, Calvert Strategic Growth had one of the highest rates of return of any
domestic mutual fund (approximately 18%).  However, Moses turned bearish early this year and placed
the fund in a very “defensive” position which, year-to-date, has not been rewarded.
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The following table provides return results for many of the widely used funds in our clients’ portfolios:

Last Last  
Twelve Three Years  

Quarter Months  Annualized  
Large Cap Domestic

Schwab 1000 9.4  13.9 10.0
Vanguard Index 500 9.7 15.4 10.4
Janus Fund 6.9 8.6 8.8
Neuberger Berman Guardian 9.8 13.5 13.6
Guardian Stock Fund (annuity) 8.7 9.4 13.4

Small to Medium Cap (domestic)
   Growth and Earnings Momentum

Berger Small Co. Growth 3.2 15.9 N/A
Brandywine 8.0 8.2 15.5
Calvert Strategic Growth -2.4 **16.0 N/A
Meridian 3.9 8.6 11.1
Value Line Centurion (annuity) 7.8 11.0 7.6

Small to Medium Cap (domestic)
   Value Orientation

DFA Small Cap Value 5.8 5.7 N/A
Heartland Value 8.7 7.0 15.9
Lindner/Ryback Small Co. 2.5 2.1 N/A
Mutual Discovery [Closed] 5.9 6.4 N/A

Core International

Baillie Gifford (annuity) - 2.1 - 0.3 6.0
T. Rowe Price International Stock -1.1 0.6 10.8
Harbor International [Closed] 1.4 10.4 14.6
Ivy International 0.6 7.7 14.2
Warburg Pincus International Equity -4.4 -2.5 12.1

Emerging Markets and
   International Small Cap

Acorn International [Closed] -3.4 -6.6    N/A
Montgomery Emerging Markets -10.8 -9.3 9.5
Montgomery International Small Cap -5.4 -16.6    N/A
Tweedy Brown Global Value -3.0 -4.7 N/A

**  Since inception - 5/94.
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