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A RETURN TO VOLATILITY

The Federal Reserve Bank’s decision to hike short-term interest rates a quarter point on March
25 led to significant short-term volatility in the equity markets.  The Dow plummeted nearly 300
points during the last two trading days of March, and small company equities— especially small
cap growth stocks— endured another tough quarter.  The continuing strength of the dollar held
down the performance of international equities to levels similar to the domestic market except for
the emerging markets, which produced handsome returns for the quarter.  After the last few
years of excellent equity market performance (the S&P 500 is up 69% from January 1995 to
December 1996), investors experienced the negative short-term volatility that is the price of
admission for the opportunity to capture attractive long-term returns.

The domestic market continues to be driven by the performance of a relatively small group of very
large companies.  We observed in our last commentary that price movements of this narrow group
of stocks could trigger declines in the broader equity markets, and that’s essentially what
happened.  What’s also happened, in our view, is that many investors and the media have lost
sight of the fact that large cap stocks had achieved their 10% annual long-term return
expectation by February!  Clearly, the market could not sustain that pace of advance and needed
a breather.  The Fed, eager to be perceived as vigilant in its efforts to combat inflation, raised
interest rates and served as the catalyst to slow the market’s advance.  As typically happens, the
market overreacted to the Fed’s move.  By early April, the S&P 500 had given back all of its
gains for the year, and at one brief point, had declined by the magic 10% required by the
scorekeepers of short-term market volatility to meet the definition of a stock market “correction.”

As of this writing, the correction has already likely ended; the broad market has significantly
recovered and the S&P 500 is now up over 3.5% year-to-date.  Corporate earnings' reports have
been unexpectedly strong and the economic expansion continues unabated.  Real inflation, as
opposed to the much forecasted and feared type the Fed keeps fighting, is nowhere in sight.
Nevertheless, investors remain uncertain about the direction of interest rates and therefore the
market’s recent resurgence has again been concentrated in the large, familiar stocks investors find
most comfortable.

A consequence of this uncertainty is that small company stocks are temporarily out of favor.
Similar to last summer, the NASDAQ composite was off 17% from its high during the first
quarter before ending March down just 5%.  The most volatile segment of the small cap asset
class— small cap growth stocks— has been in a bear market since last June.  Many small cap
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growth managers have suffered declines in excess of 20%.  Small company value stocks, on the
other hand, tend to perform better than growth stocks during periods of negative market volatility.
Consequently, small value exposures performed better during the quarter and over the last year.

While no investor likes to see a component of his or her equity portfolio suffer a large short-term
decline, it’s important to maintain a long-term perspective.  Small company stocks have
outperformed large caps, thus far, during the nineties and over virtually all very-long time horizons.
Historically, small cap’s greater volatility has rewarded investors with greater returns.  We think
this “size effect” with its long-term outperformance is likely to continue in the future.  At this
point, given recent performance, small caps represent even more attractive value relative to large
caps for long-term investors.  So as we rebalance portfolios, we won’t shy away from purchasing
this attractive long-term asset when it’s an appropriate part of clients’ strategic asset allocation.

INTERNATIONAL RESURGENCE

International equity markets also appear to represent good relative value. Now that Treasury
Secretary Robert Rubin is voicing real concern about the strength of the dollar, we believe the
buck is less likely to hamper international equity performance going forward.  As noted earlier,
emerging markets may be rebounding from their three-year slump— the Morgan Stanley Emerging
Free index rose 8.5% in the first quarter.  And there are indications that international small
company equities also are beginning to emerge from a period where returns were much lower
than a reasonable long-term return expectation.  In addition, empirical evidence indicating that
international small stocks benefit from the same “size effect” as domestic small caps continues to
accumulate.  Consequently, we are increasingly optimistic about both the near and long-term
outlooks for international small cap stocks.  We believe that long-term equity investors should
allocate a significant portion of their international commitments to these two relatively new sub-
classes.  In our next quarterly commentary we plan to thoroughly discuss our thoughts about this
important asset allocation issue.

INFLATION: REAL OR IMAGINED

While the Fed’s decision to increase interest rates may prove an appropriate “pre-emptive strike”
against potential inflation, current price pressures remain remarkably subdued.  The market’s
latest inflation fear is that tight labor markets will inevitably lead to an environment of rapidly rising
wage costs that businesses will pass on to consumers as higher prices.  So far, little evidence
exists to support that view.  Moreover, the inflation fighters seem to de-emphasize the secular
forces that have moderated inflationary pressures over the entire course of the economic
expansion: rising productivity, global competition, consumers’ resistance to rising prices, and
business firms’ reduced pricing power.  We believe these forces are still largely intact and that the
threat of significant inflation is, in fact, not that great.  Nonetheless, we won’t be greatly surprised
if the Fed’s next move is another rate increase.  But even if the next move in short rates is up, we
think its effect on long-term interest rates, which are more important to equity investors, is likely
to be both modest and temporary.

FUND WATCH
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The past quarter, an unprecedented situation occurred involving our primary small cap growth
exposure, Navellier Aggressive Small Cap.

Louis Navellier, the manager of Navellier Aggressive Small Cap, became involved in a
confrontation with the fund’s Trustees over organizational and marketing issues.

Apparently fearing that their position as trustees might be less secure if Navellier’s proposed
changes went through, the board accepted Navellier’s resignation as manager of Navellier
Aggressive Small Cap, and replaced him with a new manager from Massachusetts Financial
Services.  The fund’s name then changed to MFS Aggressive Small Cap Equity.

As we discussed last quarter, we think Navellier is one of the best quantitative, growth managers
available.  Regardless of who was right or wrong concerning the corporate governance issues, we
could not maintain our clients’ position in a volatile asset class with a manager (MFS) we had not
thoroughly reviewed.  Therefore, when the board terminated Navellier, we quickly sold out of
Navellier Aggressive Small Cap and purchased Navellier Aggressive Growth.  We
accomplished this repositioning with little or no tax cost because of the recent performance of the
small cap growth asset class.

You may recall that we purchased Navellier Aggressive Growth last year in many client
accounts seeking to exploit a “new fund” effect.  When that effort had run its course, we sold out
of Navellier Aggressive Growth in the fourth quarter 1996, and established a more durable,
strategic position in Barr Rosenberg US Small Cap.  At that time, we expressed a preference
for Navellier Aggressive Small Cap over Navellier Aggressive Growth because of its more
direct focus on small companies and since it's only open through institutional investment managers.
While we would have preferred to retain those characteristics, we don’t view them as crucial as
having the benefit of Navellier’s management.

During this past quarter, we decided to replace Neuberger & Berman Guardian with DFA
Large Cap Value.  In our last commentary, we discussed our concerns about Neuberger &
Berman Guardian’s management change;  Kent Simons, one of the lead managers, quit the fund
to focus on private accounts.  While this was an important consideration in our decision to replace
Neuberger & Berman Guardian, it wasn’t the most important.  Instead, fresh data research
and contined thinking about the behavioral aspects of value investing persuaded us that DFA
Large Cap Value is the best long-term exposure to large cap value stocks.

Continued research re-confirms value stocks’ tendency to outperform growth stocks over long
investment horizons.  Investors often neglect value stocks because they are less glamorous than
growth stocks; frequently, these companies are experiencing some form of business distress.
Value stocks thus present themselves as uncomfortable short-term investment opportunities.
Precisely because these ugly duckling companies can be bought at relatively low prices, they
provide the prospect of superior returns.  The general investor’s fear and pessimism about value
stocks' prospects help create long-term opportunity for those willing to take the risk.

Because of the reluctance of most active value managers to buy the most beaten-up companies,
they have failed to surpass the value indexes over time.  Growth equity managers, on the other
hand, have been more consistent in their ability to outperform the index.
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Given all of this, we have decided that a passive investment approach is the optimal way to obtain
exposure to large company value stocks.  DFA Large Cap Value, we believe, is the best choice
to provide a well executed, theoretically grounded, passive approach.  DFA Large Cap Value’s
performance, however, is likely to be less correlated with the performance of the market and
other value funds precisely because the passive managers purchase stocks that the other funds
avoid.

Lastly, we’re pleased to report that most of our managers performed quite well in a difficult
market environment during the first quarter.  Navellier, whose asset class has been the most out
of favor, performed acceptably compared to his peer group of small cap growth managers.

For comparative purposes we present the following average returns for equity mutual funds for
the 1st quarter (in $US).  All performance data presented below, except for the annuity sub-
accounts, are from Barron’s Quarterly Mutual Fund Report.

1st Quarter 12 Months
Fund Categories        1997            to 3/31/97    

Large Cap (S&P 500 Objective) 2.5% 19.2%
Small Company Growth -6.9% 4.7%
International 1.3.% 8.7%
International Small Company 2.1% 11.7%
International Emerging Markets 9.6% 13.3%

12  Months 3 Years
1st Quarter to Annualized to

1997 3/31/97 3/31/97
Large Cap Domestic

Index
Schwab 500 2.6% N/A N/A
Schwab 1000 1.4% 17.0% 20.6%
Vanguard Index 500 2.6% 19.7% 22.2%

Value Orientation
Berkshire Hathaway 6.2% 6.9% 31.5%

* DFA Large Cap Value 0.8% 12.2% 19.3%
Guardian Stock Fund (Annuity) 0.9% 20.6% 19.3%
Neuberger & Berman Guardian 0.5% 14.4% 17.4%

Growth Orientation
Brandywine -2.1% 15.2% 18.5%

Small Cap Domestic
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Growth and Earnings Momentum
* Barr Rosenberg US Small Cap -0.8% 19.5% 22.1%

Navellier Aggressive Growth -12.9% -5.8% N/A
Value Line Centurion (Annuity) -5.1% 4.8% 16.2%

Value Orientation
* DFA Small Co. Value -0.2% 16.7% 16.4%
* Heartland Value 0.3% 14.6% 15.8%
* Mutual Discovery 5.8% 21.6% 19.5%

Core International
Baillie Gifford (Annuity) -0.1% 7.8% 8.0%
Harbor International [Closed] 5.1% 21.8% 16.9%

* Ivy International [Closed] 3.6% 19.4% 14.4%
T. Rowe Price International Stock 0.0% 9.7% 9.5%
Warburg Pincus International Equity 0.3% 6.5% 7.6%

Emerging Markets and
International Small Cap

Acorn International 2.1% 13.1% 9.1%
Baillie Gifford Emerging Markets 6.6% 20.6% N/A
    (Annuity)
Warburg Pincus Emerging Markets 6.4% 6.3% N/A
Morgan Stanley Emerging Markets 10.4% 8.5% N/A

* Preferential access through K&F

*      *      *

In each edition of this Investment Commentary, we provide information on the returns of the
primary funds in which our investment management clients’ assets are invested.  To provide a
context for interpreting your portfolio’s quarterly returns, we provide information on the returns
generated by a series of stock and bond market indices, as displayed in your performance report.
In light of the attention which the popular press has focused on index funds recently, we thought it
would be useful to discuss the topic of indices.  Because it lends itself to a lengthy discussion, we
anticipate addressing various facets of this subject in a series of articles.  In this quarter’s article,
we cover the use of indices as benchmarking tools.  In later editions, we will discuss actual mutual
funds that mimic the indices (i.e., index funds) and the related debate regarding the merits of
“passive” strategies (typically using index funds) versus “active” fund management.

BENCHMARKING WITH INDICES.

The rate of return of an investment, properly calculated, is very useful information to the investor.
However, a thoughtful investor will seek additional information about the performance of his
investment relative to its environment.  After all, there have been times, such as 1995 and 1996,
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when a 10% rate of return on a large cap domestic portfolio has rightfully been considered rather
poor performance and other times, such as 1990, when simply avoiding a loss has been considered
good work.  It’s all relative...but relative to what?

Indices are the most frequently used benchmarks because (1) specific indices have been
constructed to “represent” a wide variety of market segments, (2) indices are free of the
“distortion” (for better or for worse) resulting from active portfolio management and (3) indices
are readily available.  Nevertheless, investors must be mindful of their shortcomings.

The usefulness of an index as a benchmarking tool is proportional to how comparable it is to the
portfolio whose performance is being evaluated.  Some segments of the investment markets are
very difficult to represent using an index.  Markets which cause index-makers grief, for example,
are the markets for small cap and international equities and real estate.  Indices do exist for these
markets, but most finance and investment professionals agree that there are significant, albeit
unavoidable, shortcomings in their construction.

Consider the Europe, Australia and Far East Index (the “EAFE Index”), created by Morgan
Stanley Capital International (MSCI) as a benchmark for international equity portfolios.  This
index, which is the most frequently used for international securities, currently tracks the
performance of 1,118 companies in 20 countries.  For obvious reasons, an international index
cannot include every publicly traded company outside of the United States.  Instead, it must
include merely a sample of specific securities traded in specific nations.

The EAFE Index is constructed by combining the MSCI single-country indices for these 20
countries.  MSCI does not merely average the single country indices.  Averaging, or more
correctly, “equal weighting” the single country indices would cause distortions in the resulting
index by, for instance, giving Ireland’s modest stock market the same weight in the total index as
Japan’s market.  Instead, the EAFE Index is “capitalization weighted,” which means that the
representation of each country in the index is a function of that country’s market capitalization as
a percentage of the total.

This conventional use of capitalization weighting is a very reasonable means of giving greater
weight to large countries than to small.  As recently as mid-1996, Japanese companies made up
about 40% of the EAFE Index, based on the prevailing capitalization levels.  (By the end of the
first quarter, the weight for the Japanese market in the EAFE calculation had declined to less than
29% as a result of relative market declines.)  Due to its dominant weighting, when the Japanese
market is hot, so is the EAFE Index and when Japan performs poorly, the same holds true for the
index.  Since few active investment managers would consistently “bet” 40% of their portfolio on
the Japanese market, the actual country weightings in their actively managed portfolios tend to
differ significantly from those of this index.

A similar phenomenon occurs in the domestic small cap stock market.  The 2,000 companies
which comprise the Russell 2000 Index (the standard benchmark for this sector of the market)
dwarf the number of companies an active small cap manager is likely to hold in his portfolio.  At
the same time, the active manager has a larger universe of companies from which to build a
portfolio than the 2,000 companies in the index.
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As a result, the portfolios of active small cap and international managers tend to differ significantly
from the composition of commonly used benchmarks as the managers attempt to “add value” via
stock selection, sector weightings and, in the case of international portfolios, country weightings
and possibly currency hedging.  In the cases of domestic small cap and international equities, the
most important criteria for an index -- that it be comparable to the portfolio under evaluation -- is
severely compromised.

Consequently, when you compare the performance of your portfolio with the performance of an
index, you should take some account of actual comparability and whether, for example, some of
the positive disparity should be discounted or some of the negative disparity forgiven.

*      *      *

THE “DOW JONES”: A SPECIAL CASE

You may have noticed in the press last month that the Dow Jones Industrial Average (DJIA), the
granddaddy of all stock market indices (it first appeared in 1896), has recently been given a tune-
up.  This very narrow index, which comprises only thirty super-large cap stocks, is frequently used
as a surrogate for the entire domestic stock market despite the fact that it represents only 1% of
the companies traded on the New York Stock Exchange.  From the discussion above, you realize
that the DJIA is probably not the most appropriate benchmark for your portfolio if your portfolio is
not dominated by large cap and super-large cap stocks.  Nonetheless, it is instructive to observe
the recent changes made to the index.

Dow Jones & Company, the keeper of the DJIA, replaced four stocks in an attempt to reflect the
ongoing changes in the U.S. economy and stock market. Dow Jones removed Westinghouse
Electric, Texaco, Bethlehem Steel, and Woolworth and replaced them with Travelers Group,
Hewlett-Packard, Johnson & Johnson, and Wal-Mart Stores.  This subjective selection reflects
the increasing importance of technology and the service sector in our economy and means that
this benchmark is deliberately pitched toward future growth as its designers are continually looking
to add future “winners” and shed what they believe will be relative “losers.”  Unlike the MSCI
EAFE and S&P 500 indices, the DJIA is not a cap weighted index.  It equally weights the thirty
constituent stocks and its movement each day is solely influenced by their equally weighted price
changes.  Thus, the index is subject to major swings upon a news release which causes a big price
movement in a single DJIA stock.  Moreover, a high performance smallish company can more
than offset a sluggish giant.

Nevertheless both the DJIA and the S&P 500 are dominated by “growth” stocks, although for
different reasons.  The stocks which comprise the DJIA are carefully selected emblems of the
dynamic U.S. economy.  In the case of the S&P 500, its growth-tilt is a function of the
capitalization weighting employed in its construction.  Growth stocks are characterized by a high
price-to-earnings ratio, reflecting investors’ confidence that future earnings will be strong.  The
high price commanded by a growth stock drives the company’s capitalization weighting up, which
in turn increases the influence of that company’s stock on the performance of the index.

What this boils down to is that the key, well known domestic indices are “tilted” in favor of the
growth style of investing and away from the value style.  We have attempted to incorporate a
large dose of “value” within clients’ large cap domestic portfolios.  Both logic and a formidable
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body of academic research indicates that that is where the greatest long term performance is to
be found.  This can come, however, at the price of long periods of performance inferior to what a
“growth” orientation would provide.  Our client portfolios are carefully poised to benefit from a
balance of these approaches.

CLIENT OBJECTIVES AS BEST PORTFOLIO BENCHMARK

In our financial and investment planning work, we are constantly guided by each client’s distinct
financial objectives.  That’s where this conversation regarding the use of indices as benchmarking
tools must eventually return.  Benchmarks are a useful tool in assessing the relative performance
of your portfolio, but comparing a long-term portfolio’s results to benchmarks on a quarterly basis
has the potential to deflect an investor’s attention away from the proper focus.

Your portfolio’s asset allocation is derived from your rate of return target and the time horizon
over which the use of the portfolio will occur.  Ultimately, it will be the portfolio’s capacity to fulfill
your financial needs upon demand that will determine whether or not its absolute performance has
been satisfactory.


