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The Yen/Dollar Roller Coaster

The U.S. equity markets posted a choppy third quarter; still the S&P 500 advanced a robust 7.9%, and the
Russell 2000 9.9%.  Meanwhile, across the Pacific, the Japanese stock market, the Nikkei, went
gangbusters.  In the span of three months, the Nikkei gained 23%.  This extraordinary performance was
linked to, and for U.S. investors, largely offset by the impressive performance of the dollar vs. the yen.
During the same time period, the dollar gained  17.7% against the yen, recovering much of the strength it
lost in the first and second quarters of 1995.  It is important to note that the dollar’s movement against
other currencies was . . . well . . . a non-event.  The dollar appreciated .7% against the British pound, .6%
against the Swiss franc, and 3.3% against the Deutschmark.

The dollar’s rise against the yen was precipitated by three events.  First, the timely intervention of the
Japanese, U.S., and German central banks to prop up the dollar.  On August 15 alone, these banks were
able to bid up the dollar’s price by 4%.  Second, an anticipated plan by the Japanese government to shore
up insolvent banks through interest cuts, thus increasing confidence in the Japanese financial system
(subsequently further supported by official pronouncements of the U.S. government).  And finally, a $103
billion government spending plan, introduced in late September, designed to stimulate the economy.

Japanese investors cheered the rise of the dollar because a higher dollar also means higher corporate
profits for Japan.  Japan continues to be primarily an export-driven economy and a stronger dollar not only
translates into lower prices of Japanese goods in the U.S., and therefore higher sales, but it also means
that the dollars the Japanese collect from these sales are worth more yen.  According to J. P. Morgan
Securities, a 20% yen depreciation, if sustained over six months, would translate into a 12-14% increase in
Japanese corporate profits in 1996.

But the euphoric rise in the dollar and Nikkei should be viewed with a healthy dose of skepticism.  The
dollar’s gains were made mainly on the backs of massive intervention by the central banks.  Historically,
interventions have had only temporary effects on the overall trend of the market.  Notwithstanding these
interventions, the driving force behind the “superyen,” Japan’s trade surplus with virtually every country in
the world, remains intact.  To address this fundamental issue, Japan needs to deregulate its economy,
which would make it more open, and to lower interest rates which will help its ailing banks.  Structural
changes of this nature were expected by some with the unveiling of the fiscal stimulus package, but did not
materialize.

With this in mind, as Japan continues to run trade surpluses, it is probably only a matter of time before the
yen once again begins to appreciate, squeezing Japanese corporate earnings, putting pressure on Japanese
banks, and, perhaps, driving the Nikkei down yet again.  Meanwhile, however, the current strength of the
dollar may reinforce the merits of the recent rebalancing of portfolios away from the domestic stock gains
of the past year into the overseas markets, including Japan.  This “sell high/buy low” effect comes at a
time of good relative purchasing power for the dollar.
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Market Efficiency and Use of Index Funds

At least nominally, “index” funds are now available for most markets and for most asset classes.  Such
funds have enticingly low expense ratios (management fees) because their passive approach requires little
high-priced talent.  Many commentators suggest that virtually all portfolio investing can be implemented
through this approach.  We don’t agree with that across-the-board formulation.  Yet we do employ index
approaches heavily where we believe they make sense.

One asset class index that managers operating in the large cap domestic market seldom beat is the S&P
500.  That index of big capitalization stocks makes up about 70% of the U.S. stock market and is often
used as a proxy for the entire domestic market.  When our portfolios have an allocation to large
capitalization domestic equities, we ordinarily chiefly use a “big cap” index (The Vanguard Index 500 or
the Schwab 1000).  We then add to that smaller commitments to one or more managed funds with
excellent past performance.  The managed funds are intended to smooth out the ride from quarter to
quarter and provide a hedge against the larger bet we’re making --- through an index --- that this segment
of the market is highly efficient.  So many well-informed buyers and sellers (including the managers of
pension plans and mutual funds) try to get the best prices in this very high volume market that it seems
unlikely (though not impossible) that any manager will achieve a sustainable advantage.

Markets with many fewer people doing fundamental research and much smaller volumes are likely to be
less efficient.  Thus, domestic small cap and overseas markets are where we typically employ actively
managed funds.  These managers can attempt to nimbly buy “underpriced” assets and avoid “overpriced”
ones that an index fund might be required to buy.  Such a manager can win big.  Consequently, in addition
to expecting small capitalization stocks as an asset class to do better than large caps, we also expect the
well-managed small cap fund to beat the related small cap index.

Market inefficiencies are even more likely to occur in overseas markets where full information can be
very hard to come by and trading volumes can be very low.  Further, the question as to how much to try to
hedge the foreign currency risk adds another layer of decision-making that consequently creates more
potential inefficiencies.  In international markets, then, we tend to use indexes not at all.

In summary, while your allocation among asset classes is the most important determinant of long-term
portfolio performance, employing talented managers in the less efficient end of the market can further
enhance returns.  In contrast, in the most efficient markets, managers are less likely to outperform the
index and thus investing in the index itself can be the cheapest way to get equivalent long-term results.

Large Small Overseas Overseas Overseas
Cap Cap “Core” Small Emerging

Domestic Domestic (Large & Mid Cap)  Cap Markets
<------------- | -------------------| ------------------------- |----------------------- |---------------------| -------------- >
Most Efficient Least Efficient

Indexes ----------------------|------------------- Managed Funds -----------------------------------------------------
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Fund Watch

During this past quarter, we significantly changed our group of domestic small capitalization equity
managers.

In our last quarterly commentary we mentioned that we were considering employing fewer managers
within the small cap asset class.  After further careful research and analysis, we have concluded that less
(fewer) is indeed more, and that the best approach to adding value in these less efficient markets is to
concentrate your funds on those managers whom we believe are most talented in their specialty area.
Consequently, we reviewed all of our managers and selected only two in each of the “growth” and
“value” styles.

Our chief concern about the number of funds is that it’s easy to become over-diversified within an asset
class and increase the chance of achieving only average investment results.  As we discussed above
regarding relative market efficiency, that very broadly diversified approach works well in the large
capitalization end of the domestic spectrum.  In the small cap arena, it may unnecessarily hinder available
results.  Making larger commitments with our best managers, in less efficient markets, should improve our
chance of earning superior investment returns over the long term.  A further catalyst for our decision was
the new opportunity to access a particular proven manager with a superior long-term track record.  So
rather than risk diluting the performance of this manager by merely adding him to our group, we chose to
reduce the number of managers in order to make room.

The new manager is Louis Navellier and his fund, Navellier Aggressive Small Cap, recently became
available to us at no-load (non-institutional customers pay a 3% load).  Navellier has managed separate
accounts very successfully for many years, but only recently started his own mutual fund.  He also
writes a highly ranked investment newsletter, MPT Review, that specializes in modern portfolio theory.
We expect that Navellier’s fund may be very volatile in the short run, but consider this volatility a fair price
to pay for the expected long-term returns.  In this small cap growth style category, we intend, eventually,
to limit ourselves to only Navellier and Brandywine.

Further, within the small cap value orientation, we have decided to focus on Mutual Discovery and
Heartland Value as our core funds.  However, since small cap value funds often close to new accounts
(Heartland recently closed for the time being), we also plan to utilize DFA Small Co. Value when
appropriate.

Third Quarter Fund Performance

The following average returns for equity funds in the principle asset classes we invest in were reported in
Barron’s for the third quarter (in U.S. $).

Large Cap (S&P 500 Objective) 7.8%
Small Company Growth 11.8%
International 4.9%
International Small Company 6.5%
International Emerging Markets 1.4%

We are happy to report that the funds employed in our clients’ portfolios performed, on average, well
above these results.  The following table displays the results for the most important funds we utilize.  You
might note that the small company funds we will be discontinuing (Berger, Meridian, and Calvert)
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performed quite well during the past quarter except for Calvert Strategic Growth.  In short, Calvert did
not perform . . . and was not managed . . . as we had expected.  Cedd Moses, the manager, maintained
very large cash positions and selectively shorted stocks due to his very bearish outlook.  Moses had not
previously managed in such an extremely defensive manner. He seems to have altered his style.
Consequently, we’ve become less confident that Moses will consistently adhere to the “growth stock,
earnings momentum” style he successfully practiced in the past and for which we had selected him.  We
have sold Calvert Strategic Growth in all portfolios.

12  Months 3 Years
3rd Quarter to Annualized to

1995 9/30/95 9/30/95
Large Cap Domestic
Guardian Stock Fund (Annuity) 10.0 29.9 20.2
Janus 7.8 25.8 14.5
Neuberger & Berman Guardian 9.0 32.3 19.1
Schwab 1000 8.7 29.0 14.8
Vanguard Index 500 7.9 29.6 14.8

Small to Medium Cap Domestic
    Growth and Earnings Momentum
Berger Small Co. Growth 16.5 31.9 N/A
Brandywine 13.9 45.5 28.7
Calvert Strategic Growth 2.9 4.3 N/A
Meridian 11.2 22.1 17.6
Navellier Aggressive 17.6 58.2 N/A
Value Line Centurion (Annuity) 13.7 39.7 16.9

    Value Orientation
DFA Small Co. Value 10.1 23.9 N/A
Heartland Value [Closed] 9.4 28.0 24.2
Mutual Discovery 9.0 21.8 N/A

Core International
Baillie Gifford (Annuity) 6.4 3.7 10.9
Harbor International [Closed] 4.6 9.2 18.2
Ivy International 3.5 6.7 18.0
T. Rowe Price International Stock 4.7 3.9 14.0
Warburg Pincus International Equity 10.4 0.0 18.3

Emerging Markets and
International Small Cap
Acorn International [Closed] 7.0 2.0 18.9
Montgomery Emerging Markets -2.4 -15.8 13.1
Montgomery International Small Cap 9.8 2.2 N/A
Morgan Stanley Emerging Markets 0.1 -26.9 17.7
Tweedy Brown Global Value 4.4 4.7 N/A


