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MARKET LEADERSHIP SHIFTS TO SMALL CAP STOCKS

The third quarter of 1997 witnessed several
key events that, in the aggregate, give us
confidence that investment markets remain
positioned for attractive growth.

Almost forgotten now, large capitalization
domestic stocks suffered a sharp and deep
downturn in August and, despite good growth
since then, haven’t fully recovered that lost
ground.  Meanwhile, small cap domestic stocks

have continued their strong pace to achieve
record highs.  We believe that among the factors
at work here is a maturing of the “new investor.”
Instead of panicking at the first sign of trouble –
as many have feared – and thus magnifying a
“correction,” market participants have shown
their awareness of other components of overall
investment opportunity.

Russell 2000 vs. S&P 500
Quarterly Returns, 1997
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Small caps as represented by the Russell 2000 outpace the S&P 500 in the 3
rd

 quarter after lagging in the 1
st
 quarter.
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History suggests that the long-term superior
performance of small cap stocks results from
periods of very strong growth following long
periods lagging the performance of large cap
stocks.  We may now be on the threshold of such
a change in phase.  In any event, corporate
earnings show no sign of significant weakening
and unemployment remains very low with still
no increase in inflation.  So we see no particular
threat to continued good equity market

performance, but at a much slower pace,
regardless of where the leadership resides.

Certainly, the new tax law may already be
helping.  The Taxpayer Relief Act of 1997 went
into effect at the end of July and brought with it
both new savings incentives and a major
improvement in the capital gains tax
environment.  Capital appreciation has now an
even more favorable treatment than before, and
its relative advantage over dividend and interest
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returns has sharply increased.  Consequently, the
new tax regime may explain the August sell-off
in the large cap arena where the biggest winners
have been over the past 2½ years and, thus, the
greatest “pent-up” gains, awaiting the expected
tax relief.  It could also help explain the recent
surge in small cap stocks where low current
yield and high growth potential characteristics
are more prevalent.

The new law’s further tilt in preference for
the appreciation form of investment return
should, at the least, enhance the existing trend of
corporate dividend policy toward greater use of
corporate earnings for share repurchases and
away from dividend payouts.  Whether or not
this supports a sector shift, it should clearly
support a very favorable environment for equity
investment relative to its fixed-income
alternative.

Finally, the scary events this summer in the
Southeast Asian markets need to be put in
perspective.  Notwithstanding very large
declines in some of these markets, “emerging
markets” as a class suffered only a small decline
(-2.6%).  This was due to very strong
performance in both Latin America and some
markets in Eastern Europe.  Maybe more
significant, even after this quarter’s troubles,
emerging markets have produced quite
respectable returns over the past twelve months,
up 19%.

As we discuss in some detail below, the now
chastened emerging markets may prove to be
quite a bit safer than just a few months ago.
Clearly, there are values to be had at now much
cheaper prices.

PORTFOLIO REBALANCING

During this past quarter, we performed our
annual rebalancing of each client’s equity
portfolio.  The purpose of this activity is to
realign each asset allocation back to the
specified range that is set out in the client’s
investment plan.  While asset allocations are
frequently trued-up on an ongoing basis during
the year, each August we comprehensively
review all client asset allocations at one time.
This permits us to systematically maintain each
client’s optimal strategic allocation among the
various asset classes.

We perform this rebalancing in a tax-
sensitive manner that is mindful of transaction
costs and anticipated account activity (capital
inflows, planned dispositions or transfers, etc.)
that provide other means to rebalance.

Recent tax law changes further influenced
the rebalancing effort by creating several

different capital gain tax rates and holding
periods (described in detail in our recent tax
alert – THE TAX RELIEF ACT OF 1997).
However, as your wealth managers, we’re also
careful not to let tax impacts adversely influence
appropriate long-term investment strategy, such
as when tax impacts are modest compared to the
expected long-term benefits of repositioning.

The recent currency turmoil that has
engulfed some of the emerging markets of
Southeast Asia, and another poor quarter for
Japan, held down the returns of the majority of
international funds.  Meanwhile, domestic equity
performance has been very strong.  The logic of
rebalancing (sell high; buy low) caused us, then,
generally to modestly reduce domestic equities
in favor of international holdings.

SOUTHEAST ASIAN CURRENCY CRISIS

For the second time in two and a half years,
the emerging markets have suffered a currency
meltdown.  In late 1994, Mexico’s short-term
financial imbalances and rising current account
deficit led to a surprise devaluation of the peso,

a stock market plunge, and a wrenching period
of economic adjustment.

This past quarter, Thailand surprised
investors when the government was forced to
devalue the baht in response to intense selling
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pressure by currency traders, speculators, and by
Thai corporations.

What happened? In a nutshell, Thailand’s
pegged exchange rate system became
incompatible with domestic economic
conditions and burst under the strain.
Historically, Thailand – similar to some other
Asian countries – had pegged the value of the
baht to the US dollar.  For years, this peg
produced a stable environment.  However, over
time, this exchange rate stability induced many
Thai companies to borrow aggressively in
foreign currency (primarily $US) to finance
projects, that over time, became more marginal.
With foreign capital flooding into the domestic
economy, many underlying economic
imbalances went unnoticed or were rationalized.

But as Thailand’s economic problems (a
rising current account deficit, slowing export
growth, an overbuilt real estate sector, and a
weak banking system) became more apparent,
many Thai corporations sold baht in a rush to
purchase dollars to cover their debts in
anticipation of devaluation.  The selling pressure
precipitated the devaluation.

Soon, currency instability spilled over into
other countries perceived to have the same
problems, at least qualitatively, as Thailand.  In
short order the Indonesian rupiah, Malaysian
ringgit, and Philippine peso were devalued
substantially.  As of this writing, it’s still not
clear that the exchange rate volatility has ceased
– foreign exchange markets often overshoot the
mark.  Meanwhile, Thailand and the Philippines
have become the latest recipients of bailouts
organized by the International Monetary Fund
(IMF), and Indonesia has arranged standby
financing from the IMF.

Deteriorating economic fundamentals (rising
interest rates and much higher import prices
outweighing the benefits of much cheaper
exports) coupled with a crisis of confidence
(amplified by overheated political rhetoric) have
devastated local equity markets.

The following table presents the gloomy
details:

YTD Performance
Through 9/30/97

                  In US $                  
Malaysia ↓ 49%
Indonesia ↓ 38%

Philippines ↓ 50%
Thailand ↓ 54%

More than half of each market’s negative
performance occurred in the month of August
alone.

The “new” Asian Tigers actually represent a
fairly modest percent of the aggregate economic
activity of the broader Asian region, and their
market capitalization is similarly smaller than
one might expect.  For example, it has been
reported that the current market capitalization of
Coke and Intel is approximately equal to that of
every stock listed on the exchanges of Malaysia,
Thailand, Indonesia, and the Philippines… with
more than $20 billion to spare!

The currency crises has been intensified by
the unfortunate rhetoric and even more
unfortunate market interference brought about
by Malaysia’s Prime Minister, Dr. Mahathir
Mohamed.  In August, Dr. Mahathir first
shocked foreign investors by temporarily
preventing any short selling on the Malaysian
stock market and generally making it more
difficult to exit the market.  Unsurprisingly, the
consequence of this ill-conceived maneuver was
a ferocious sell-off in the Malaysian market and
additional downward pressure on the ringgit.
Dr. Mahathir has continued to give speeches that
lay blame for his country’s current woes on
hedge fund managers, currency traders, and on a
broader conspiracy by wealthy, non-Asian
nations to hold his country and others in their
place.

More broadly, this most recent stumble in
the emerging markets, coming on the heels of
the Mexican Meltdown, has left many observers
questioning anew the merits of emerging
markets investing.  The better recent
performance of domestic equities versus
international equities has seemingly bolstered
the skeptic’s case.  Some investors may even be
ready to give up on the emerging markets
altogether because the last three years have been
so difficult.

Not surprisingly, we disagree with that
assessment.  In our view, the recent events in
Southeast Asia are simply concrete examples of
the risk that must be borne… and that time
should diversify away… in order to achieve high
inflation-adjusted long-term total returns.  If you
look past today’s headlines, you see that very
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strong fundamentals still exist in the emerging
markets, and we believe that these strong
fundamentals will continue to drive long-term
returns.  It’s also important to remember that
equity returns often come bunched together over
relatively brief time periods.  You need to stay
in the market to ensure that you don’t miss such
bursts of appreciation.

In addition, investors, lenders, and
regulators learn from past experience.  So while
the process of economic adjustment is painful,
the result is often an environment more

conducive to healthy long-term growth.
Therefore, we won’t be greatly surprised to see
the new Asian Tigers accelerate financial
reform, augment bank supervision, liberalize
their banking systems to make them more
transparent, and consequently, recover faster
than many observers expect.  Finally, if you
possess any contrarian instincts, you can only be
heartened about the prospects for international
equities when the US financial press starts
writing articles questioning whether to own a
single foreign stock fund!

A STRONG CASE FOR DIVERSIFICATION

Similar to 1994’s events in Mexico, very
few investors foresaw the Thai devaluation and
especially that devaluation’s spillover into other
Asian markets.  Because the Asian Tigers have
demonstrated such strong economic
performance for so long, nobody thought, “it
could happen there.”  This episode highlights the
difficulty of forecasting complex
macroeconomic events and reinforces the
wisdom of avoiding single country or even
regional approaches to international investing
(especially in the emerging markets).  The
extreme short-term volatility exhibited by these
markets (all of which are thought to still possess
good long-term growth prospects) demonstrates
the desirability of investing internationally
through very broadly diversified vehicles.
Despite the significant declines that some Asian
countries endured, their impact on the
performance of those diversified funds was
relatively modest and largely offset by strong
performance in Latin America.  While many
managers investing in Asia ex-Japan are down
10–20% year-to-date through September 30,
1997, most diversified emerging markets funds
are still up 10–20%.  Emerging markets mutual
fund managers are now enhancing their funds’
diversification benefits by rebalancing their
portfolios and purchasing new positions in Asia
while they are still very cheap.

Lastly, the events of the last three years
serve as concrete reminders that the path of
capitalist economic development can be quite
rocky.  International capital markets reflect
mostly the independent decisions of individuals,
susceptible to emotion, fear, and greed.  By
definition, “emerging” markets are immature.
Therefore, it’s a fair bet that asset bubbles,
banking problems, and balance of payments
difficulties (and other macroeconomic problems)
will continue to emerge, and challenge countries
new to capitalism’s dynamics.

Nevertheless, we remain convinced that the
strong underlying economic fundamentals in the
emerging markets will dominate in the long run
and produce returns that handsomely
compensate investors for bearing risk.

Meanwhile, we can hope that the boom-bust
pattern of international capital flows is
eventually moderated.  To that end, we agree
with Secretary of the Treasury, Robert Rubin,
that it would be constructive if large
international investors were truly forced to bear
more risk and not rely on the IMF and other
governmental entities to help make them whole
when things go wrong.  Then, these large
investors might send more efficient signals to
emerging nations about the perceived health of
their economies and possibly prompt corrective
action sooner.

FUND WATCH

NEW INTERNATIONAL CORE MANAGERS
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In our last commentary, we mentioned that
the closing of Ivy International to new
investors prompted us to search for and select a
new core international manager.  We spend a
great deal of time tracking and following
managers, so when Ivy closed we already had a
short list of international managers we favored
from which to start our review.  One difficulty
we face in researching new managers is that as
the number of international equity funds has
exploded, it has become harder to find managers
that possess the experience and investment
savvy of a Hakan Castegren (Ivy’s manager).
Consequently, most of the new managers’
records are relatively short.  That said, a few
managers have delivered very consistent,
excellent performance during the nineties and,
importantly, have maintained performance even
as the asset base they manage has grown rapidly.
Two whom we think represent the best available
choices are Helen Young Hayes, the manager of
Janus Overseas, and Michael Levy, lead
manager of BT International Equity.  The
following are attributes of both these managers
that we like and that give us confidence that
their performance is attributable to skill, not
luck, and is therefore sustainable:

• Five-year records of excellent
performance;

• Bottom-up stock picking philosophy;
• Employed by organizations with

significant resources, research
capabilities, and international contacts;
and

• Both are independent thinkers who are
willing to stray from the crowd.

Consequently, we have decided to use Janus
Overseas and BT International Equity as our
core international managers for new clients and
to pair them with Ivy International (or Harbor

International, Castegren’s other core fund
which was closed to new investors several years
ago) for those clients who already own Ivy.
Accordingly, for existing clients, we have
replaced Warburg Pincus International Equity
(or will do so at a time to appropriately
minimize tax impacts).

This past quarter we also decided to replace
Warburg Pincus Emerging Markets with
Templeton Developing Markets.  Templeton
Developing Markets is managed by Mark
Mobius.  We have long considered Mobius to be
among the best (possibly the best) emerging
markets managers available.  Previously,
however, the only way to access Mobius’s talent
was by purchasing either Templeton Developing
Markets Trust, his open-end fund and paying a
5.75% sales charge, or his closed-end fund,
Templeton Emerging Markets, that trades at a
large premium to its net asset value.  Neither of
these alternatives interested us because we
believe that the sales charge and/or premium
will likely offset the long-term incremental
advantage that Mobius might provide.  But
recently, an “advisor class” of shares of
Templeton Developing Markets became
available exclusively to wealth managers.  This
involves no sales charge and a lower expense
ratio.  Although we still think that Warburg
Pincus Emerging Markets is a fine fund, we
believe that Templeton Developing Markets is
now the better long-term choice so we decided
to make the switch.

Because of the recent short-term volatility
experienced by the emerging markets, we were
able to make this change with little tax
consequence.  However, where individual client
circumstances warrant, we’ve deferred the
switch in order to optimize the likely tax
consequences.

HEARTLAND VALUE FINALLY CLOSES

As of October 31st, 1997, Heartland Value,
one of our small cap value exposures, is closed
to new investors.  You may recall that Heartland
Value first closed to retail investors back in
1995, but we were able to negotiate continued
access for our investment management clients.
Well, Heartland’s managers finally had to

“tighten the close” even further because they
were concerned about the effect of the fund’s
growing asset base on future investment
performance.  Fortunately, as we have noted in
the past, we have access to a passively managed
exposure, DFA US 6-10 Value (this fund’s
name recently changed – it was formerly called
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DFA Small Cap Value), that is remarkably
similar to Heartland, and that we have used
before.  Indeed, for some time we have viewed

DFA US 6-10 Value as equally attractive as
Heartland Value.

PRIVATE INVESTMENT PARTNERSHIP

As a new addition to Fund Watch, we plan
to report periodically on the performance of our
private investment partnership, Kochis Global
Diversified Investors, L.P. (Kochis Global).
Kochis Global was created to serve as a
professionally-managed conduit to other
outstanding private managers.  Kochis Global’s
investment objective is capital appreciation via a
globally-diversified, aggressively-oriented, long-
term equity vehicle with a significant
international orientation.

The partnership seeks to provide high net
worth individuals access to an array of premier
managers whose high minimum investment

thresholds typically preclude entry to all but the
very well-to-do and tend to hamper diversified
exposure.

Because of the size of the minimum
investment ($500,000) in Kochis Global and the
investment’s limited illiquidity, we generally
discuss it only with clients who already possess
large, well-diversified core equity portfolios and
who have an appetite and willingness to tolerate
higher short-term volatility.  Notwithstanding its
limited suitability, starting this quarter we plan
to report the returns for the partnership and,
from time-to-time, discuss its investment
characteristics in more detail.

QUARTERLY RESULTS

Returns for our domestic equity funds were
excellent, especially in the small cap arena.  Our
core international managers’ results were
respectable, but international small cap and
emerging markets had a difficult quarter.  For
comparative purposes, we present the following
average or median returns for equity mutual

funds for the second quarter (in $US).  All
performance data presented below are either
from Barron’s Quarterly Mutual Fund Report,
The Wall Street Journal, or The New York
Times.

3rd Quarter 12 Months
            Fund Categories                  1997        to 9/30/97  
Large Cap (S&P 500 Objective) 7.3% 39.7%
Large Company Growth (1) 9.4% 33.6%
Large Company Value (1) 8.5% 36.4%
Small Company Growth (1) 17.7% 21.2%
Small Company Value(1) 15.0% 42.5%
International 1.2% 18.6%
International Small Company -0.1% 15.8%
International Emerging Markets -2.6% 19.0%

(1) The returns shown are median returns for the fund category.
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12 Months 3 Years
3rd Quarter to Annualized

1997 9/30/97 to 9/30/97
LARGE CAP DOMESTIC

Index
* Schwab 500 Select 7.3% 39.7% N/A
* Schwab 1000 Select 8.4% 38.1% 28.5%

Vanguard Index 500 7.5% 40.4% 29.8%
Value Orientation

Berkshire Hathaway -5.1% 39.4% 33.2%
* DFA Large Cap Value 14.1% 44.5% 29.3%

Guardian Stock Fund (Annuity) 11.1% 44.0% 29.3%
Neuberger & Berman Guardian 12.7% 39.0% 25.4%

Growth Orientation
Brandywine 19.0% 39.3% 30.6%

SMALL CAP DOMESTIC

Growth and Earnings Momentum
Navellier Aggressive Growth 20.9% 14.4% N/A
Value Line Centurion (Annuity) 15.5% 28.6% 26.7%

Value Orientation
* Barr Rosenberg US Small Cap 16.3% 47.0% 32.8%
* DFA US 6-10 Value 18.2% 47.3% 27.6%
* Heartland Value [Closed] 14.8% 39.5% 26.3%
* Mutual Discovery 8.6% 33.2% 24.3%

INTERNATIONAL

Core International
Baillie Gifford (Annuity) 4.7% 23.9% 13.5%

* BT International Equity 4.9% 34.8% 20.3%
Harbor International [Closed] 2.1% 31.4% 18.5%
Ivy International [Closed] 2.3% 27.1% 15.9%
Janus Overseas 5.5% 33.1% 25.3%
T. Rowe Price International Stock -0.8% 16.4% 11.2%
Warburg Pincus International Equity -1.4% 16.6% 8.4%

Emerging Markets and International Small Cap
Acorn International -0.7% 11.9% 9.5%
Baillie Gifford Emerging Markets (Annuity) 0.8% 27.0% N/A

* Barr Rosenberg International Small Cap -6.0% 1.1% N/A
Warburg Pincus Emerging Markets -9.6% 8.2% N/A
Morgan Stanley Emerging Markets -0.1% 23.2% 3.4%
Morgan Stanley Emerging Markets (Closed-End) -3.7% 14.2% -5.6%

* Templeton Developing Markets 0.4% 28.2% 10.7%

KOCHIS GLOBAL DIVERSIFIED INVESTORS, L.P. 12.7% 35.6% N/A

*PREFERENTIAL ACCESS THROUGH K&F


