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The Bull Market Continues

Equities markets once again turned in solid performance this past quarter.  Notwithstanding the small, but
scarily sharp “correction” theme of the domestic markets in early to mid-July, we remain optimistic.  We
recognize that there are plenty of good seasons to fear more negative movement:  higher commodities
prices and robust job creation possibly spurring inflation and higher interest rates; some weakness in
corporate earnings; a failure so far to achieve a political consensus on meaningful deficit reduction and tax
policy; and, for many investors, an “exhaustingly” long bull market with no opportunity to take a deep
breath . . . a long awaited sigh of relief.

For our part, we’re not sure that it hasn’t already happened.  Near term, all political stripes are eager for
interest rates to remain stable, or decline.  Fundamental economic performance appears to continue
strong; and, very significant of the long-term, there now seems to be the first inklings of a bi-partisan
commitment to seriously attach the problems of Social Security.  That eventual solution is likely to involve
some form of “privatization”, eventually, channeling potentially huge flows into private sector equity
investments.

While we suspect that the market has recently overreacted to fears of inflation and higher interest rates, it
is encouraging to see the market very much committed to intolerance of inflation.  This is excellent
discipline for what might someday be a politically weak commitment.  Nevertheless, it still reflects a
degree of parochialism that a few thousand “unexpected” U.S. jobs or a few cents more in U.S. hourly
wages can be that significant in a domestic economy involving more than a hundred million wage earners
and a worldwide economy encompassing several billions of employed persons.

It seems to us highly unlikely that a short-term blip in domestic demand for labor (if that’s what this was)
can have much durable impact on general price levels in a generally free-trade world economy.

For good or ill, the economy is now global and the investment arena is similarly exposed.  If “bad news”
were to occur overseas, we can’t stop it at the border.  But, if bad news occurs at home, it’s now
dissipated over a much larger pond.

In summary, we think the more likely news will be good.  Consequently, for investors with an appetite for
aggressive returns and their heightened risks, now may even be the time to augment portfolio results
through the use of margin.

Inflation-Indexed Bonds
One of the more interesting pieces of news this quarter was the Treasury Department’s announcement of
plans to issue new inflation-indexed bonds.  These bonds are intended to guarantee investors a fixed “real”
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return by eliminating the risk that unanticipated inflation will erode the value of an investor’s principal.
Details are still to be specified, but, by eliminating this risk of unanticipated inflation, indexed bonds may
provide an attractive new savings vehicle for many investors.

In our role as financial planners, we think these bonds could provide an excellent vehicle for funding short
to intermediate time-horizon (1 to 7 years) financial goals such as upcoming living expense requirements,
large home improvements, or near horizon education expenses.  Individuals could fund these objectives
with confidence that no nasty inflation surprises or shocks would impair their capital.  The certainty of
receiving a fixed real rate of return make these bonds a welcome addition to the individual investor’s tool
kit.

However, until we know more about how the program will be structured, and especially, how large a
volume of bonds will be issued, we can’t be sure of an appropriate response.  We’re especially concerned
about the potential impact on existing, non-inflation-indexed Treasuries.  Unless the volume of the new
bonds is, as promised, small, we can’t see a good result for the existing base of outstanding issues.

Further, even though Alan Greenspan, the arch-inflation fighter appears to support this innovation, if the
volume turns out, eventually to be large, it seems to us that we will have diminished one element of the
market-based discipline against inflationary pressures and will have to rely even more on politicians to
keep the faith.

We’ll report on this matter further as details emerge.

Fund Watch
During the past quarter, w have continued the implementation of the following changes to our group of
equity managers in client portfolios.

The recategorization of the Brandywine fund from the domestic small company to the domestic large
company growth component of client portfolios was completed during the quarter.  The Janus fund was
sold to create room for Brandywine and generate capital for augmented investment in the small cap asset
class.

This repositioning was especially attractive due to the impressive performance of small company growth
funds following that change.  Further, Brandywine, while trailing the S&P 500 index, did outperform Janus
and we’re confident it will represent an attractive exposure to large cap growth stocks going forward.

We have also quite recently concluded, after a thorough review, that the Montgomery Emerging
Markets fund is no longer the best choice available to complement Morgan Stanley Emerging
Markets in client portfolios.  We have selected Warburg Pincus Emerging Markets as its
replacement.  We had previously noted that Montgomery Emerging was, for some time, one of only a few
no-load funds available in this still new asset class.  We believe the availability of Warburg Pincus as an
active manager in this less efficient asset class provides clients a more experienced, deeper management
team with substantial resources and a demonstrated ability to add value in international markets over the
years.  We think these advantages will result in strong returns relative to most other emerging markets
mutual funds.  Consequently, we have started to move clients out of Montgomery Emerging and into
Warburg Pincus Emerging in a tax sensitive manner.  Some clients may notice other transactions
undertaken to minimize the tax impacts associated with this transaction.

Among our mutual fund managers, much in the news is Michael Price, who manages Mutual Discovery,
a small company value fund.  Price has reportedly agreed to sell his money management firm, Heine
Securities, to Franklin Resources.  Importantly, he has also agreed to stay on as lead manager for at least
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the next five years.  While we are not worried about this change affecting his management style and
performance in the short run, we do have a few concerns.  First is the issue of asset growth.  A flood of
new money into Mutual Discovery resulting from Franklin’s marketing prowess could adversely impact
Price’s ability to add value in this asset class.  This concern is alleviated somewhat by Price’s willingness
to purchase foreign securities -- broadening his range of opportunity.  Moreover, Price has closed Mutual
Discovery before when asset growth mushroomed and he may decide that it will be appropriate to do
again.  Should it close, we are prepared to negotiate permanent access [to existing clients?  isn’t this
expected?  to new clients?] to this fund, as we did with Heartland Value in 1995.  We are also concerned
about reports that Franklin may add a sales load to Price’s funds making future purchases of the fund
much less attractive.  At this point, it is unclear how a sales load will affect existing shareholders and
whether it will apply to investors who access the fund through managers like us.  We will continue to
closely monitor this situation.

Fortunately, we already have access to another excellent choice in this asset class, DFA Small Cap
Value.  If our concerns about asset growth and imposition of a sales charge become a reality, we are
confident that DFA Small Cap Value together with our other core small value fund, Heartland Value, will
serve our clients very well.  Both of these funds are closed to the general public which makes growth in
new assets less an issue.

2nd Quarter Fund Performance
We are pleased to report that most of the managers we have selected produced excellent returns relative
to their benchmarks and peers.  The notable exception was Berkshire Hathaway, which declined 9.3%.
We commented extensively on Berkshire in our last quarterly report.  In short, Berkshire was trading at a
greater than normal premium relative to its intrinsic value.  A combination of factors:  the issuance of the
new “baby” shares, Buffet’s talking down the stock, and a general cooling of “Buffetmania” converged to
produce activity that has reduced the premium.  Given our long-term focus, we see no reason to doubt
Buffet’s ability to add value over more meaningful investment horizons.

Although they gave back some gains at the end of the quarter, small company funds were the clear
leaders last quarter.  One of our small company growth exposures, Navellier, produced especially strong
returns for the quarter.  In the international managers’ arena, emerging markets continued to rebound from
their prior slump and international funds generally performed well.  We continue to believe that
international equities will outperform domestic stocks in the near future..

To facilitate appropriate comparisons, we present the following average returns for equity mutual funds in
asset classes as reported in Barron’s for the 2nd quarter (in $U.S.):

Large Cap (S&P 500 Objective) 4.4%
Small Company Growth 7.9%
International 3.5%
International Small Company 7.1%
International Emerging Markets 6.2%
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The table below summarizes the performance of the most commonly used mutual funds and annuity sub-
accounts in our client portfolios:

12  Months 3 Years
2nd Quarter to Annualized to

1996 6/30/96 6/30/96
Large Cap Domestic
Berkshire Hathaway -9.3% 30.9% 25.9%
Guardian Stock Fund (Annuity) 4.8 21.9 14.7

Neuberger & Berman Guardian 1.0 13.0 14.6
Brandywine 3.9 18.2 19.5
Schwab 1000 3.8 25.4 16.1
Vanguard Index 500 4.5 25.9 17.1

Small to Medium Cap Domestic
    Growth and Earnings Momentum
Navellier Aggressive Small Cap  [Closed; 16.5 49.2 N/A
        open to new investors through K&F]
Value Line Centurion (Annuity) 6.0 25.8 14.8

Navellier Aggressive Growth 15.2 N/A N/A

    Value Orientation
DFA Small Co. Value 7.0 23.7 18.6
Heartland Value [Closed; open to new 7.1 23.3 18.9
                              investors through K&F]
Mutual Discovery 3.8 25.6 21.1

Core International
Baillie Gifford (Annuity) 3.0 19.9 12.4

Harbor International [Closed] 7.4 21.4 19.2

Ivy International 8.0 19.6 17.8

T. Rowe Price International Stock 3.9 18.1 14.7

Warburg Pincus International Equity 5.0 23.7 15.9

Emerging Markets and
International Small Cap
Acorn International 7.6 24.6 14.9

Montgomery Emerging Markets 7.7 7.7 11.3

Morgan Stanley Emerging Markets 9.0 14.2 N/A

Fidelity Funds:



5

Continuing to consider use of funds - at no-load a la Schwab or directly; but still somewhat skeptical.

- Magellan:  hard to feel confident of overperformance and encouraged clients
where taxes weren’t an issue and good alternatives were available to move part
or all out of May.

- Fidelity’s big-picture strategy appears to be accommodating itself to
“institutional” users rather than retails.  Ironically, that will probably make them a
less good a fit for our clients.  Where we want index-like performance, we use
an index.  Where we want outperformance sizzle, we may no longer be able to
look to Fidelity.
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The Merits of Margin for Long-Term Investors
Do you remember the stock market crash of 1929?  We don’t.  Nor do many of our clients.  But some of
the reaction to that bursting bubble has had long-lasting and, in our opinion, negative influence on investor
behavior.  During the bull market of the late 1920’s, there was excessive use of leverage; one could then
borrow 80% or 90% of the portfolio’s value!  Then the market corrected; many investors were unable
to meet margin calls, and were personally bankrupted as the market itself lost its support.

This gave debt in general -- including margin debt -- a bad name that remains pervasive today.  In many
cases that’s appropriate.  In some cases, that notion gets in the way of a legitimate and only moderately
risky means of augmenting portfolio returns.

Let’s review the reason for margin borrowings:  one expects the investment portfolio to return more . . .
perhaps much more . . . on average than the margin loan costs.

As you have heard from us before, history tells us that the worst total return of the domestic large cap
equities market in any 20-year holding period is a rate that broke even with inflation.  The best was about
16% more than inflation, with an average premium of about 7% over inflation.  In a period of 4% inflation,
for example, history suggests that there is a 50% probability of at least an 11% taxable return---much
more than the margin interest rate that is likely to fluctuate between about 7% and 9% pre-tax.

As the holding period elongates and/or the risk/return exposure of the portfolio becomes more aggressive,
the probability of exceeding the cost of margin increases.

Probability of Pre-Tax Portfolio Return Exceeding an 8%* Margin Interest Cost
Holding Period 100% Large 50/50 Lg./Sm./Int’l

In Years Cap Domestic Lg./Sm. Cap 1/3 Each
15 67% 70% 72%
20 70% 72% 75%
25 72% 75% 78%

To maximize margin as a successful tactic, the interest should be currently deductible.  It is most
advantageously deductible against current interest dividends and realized capital gains.  Thus, if margin
interest were 8% and the borrowed amount were 1/4 of the total portfolio, then the total currently realized
returns on that portfolio would need to be just 2% to fully deduct the interest, currently.

While using margin increases volatility and increases the downside risk, a long-term equity investor is very
likely to achieve a much better return by using margin leverage.  If the likely historical spread of 3%
between margin cost and mean large cap equity returns endures, a $250,000 margin balance yields a net
after-tax advantage of about $5,000 per year . . . every year.

We suggest that you consider a commitment to margin debt at a level that is financially affordable and
psychologically comfortable.  For example, to keep the downside risk in the short-term within a tolerable
range, you might keep the amount of the margin leverage to less than one quarter of the size of the
margined portfolio.  Which the law would permit borrowing up to 50% of the value of an equity portfolio, a
self-imposed limit of 25% would avoid margin calls or forced sales for a market “correction” of as much
as 50%!  That large a drop is very unlikely.

*   Based on historical performance and economists’ prognosis developed by Callan Associates.
________________________________________________________________________________________________________
This newsletter is provided to the clients and friends of Kochis Fitz Tracy & Gorman, Inc. (K&F) solely as a generalized commentary.
It is not intended and should not be used as a substitute for specific investment advice targeted to individualized circumstances.  The
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opinions and conclusions are solely those of the K&F firm.  While the information contained herein is drawn from sources believed to
be reliable, we can give no assurance of the accuracy of factual data presented.
________________________________________________________________________________________________________


