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The first quarter of 1998 defied most projections and produced
very strong and very broad-based investment returns.  As we dis-
cuss below, the biggest story of this past quarter was once again
the performance of overseas marketsÉbut this time on a very pos-
itive note, with good continuing prospects.

On the domestic front, the markets responded to very large cap-
ital flows from 401(k) plan participants and mutual fund
investors.  We donÕt share the skepticsÕ view that this is a
blind plunge, however.  We believe that investors are appropri-
ately guided by optimistic, interrelated cues from the overall eco-
nomic environment:

¥ operating budget surpluses at both the federal and state 
levels,

¥ very low inflation in spite of solid employment growth,
¥ a lowÉand decliningÉlong-term interest rate 

environment, and
¥ relief that the Asian economic crisis may not be as 

catastrophic as many initially feared.

There is room for caution, nevertheless.  Corporate profits con-
tinue to grow, but at a smaller rate, possibly causing market price
levels to overshoot sustainable valuations.  This may be especial-
ly troublesome given the narrow range of stocks enjoying most of
the recent growth.  Those relatively few but mighty stocks could
seriously disappoint.  Moreover, the inflation environment faces
mounting pressures.  Some of the reason for the low inflation we
now enjoy is probably due both to price competition by Asian
exporters and to the weakness in oil prices that has produced a
Òlow cost of energy bonusÓ virtually throughout the economy.
The hoped-for cure to the problems of many Asian markets and
a reversal in energy costs could combine with wage pressures to
cause inflationÉand increasing interest ratesÉto damage invest-
ment market performance.

Coincidentally, the Treasury has just begun to expand its 
inflation-indexed bond offerings.  On April 15, the first 30-year
inflation-indexed bonds were issued.  While we havenÕt been
particularly enthusiastic about the merits of the shorter-maturi-
ty versions, these very long bonds could be appropriate for
clientsÕ long-term retirement accounts.  Without question, we
encourage clients to prefer equity commitments to maximize

long-term investment results.  However, where fixed-income
allocations are part of an overall investment plan, housing that
allocation in a tax-free/tax-deferred retirement plan and using
instruments that are free of both default risk and inflation risk
can be the smart move.  Moreover, if inflation is about to make
a comeback, this could be the right time to buy.

ÐTim Kochis, Editor

OVERSEAS MARKETS
OUTPACE THE US
For the first time in 14 quarters (since 1994), the EAFE index
(Europe, Australia and the Far East) beat the performance of the
S&P 500, a proxy for the US market.  Our clients know that we
expect that, over long periods, the domestic big cap index will
likely be outpaced by overseas marketsÑprimarily because of
small cap stocks overseas and emerging markets.  But, even in the
nearer term, weÕre optimistic also about the outperformance of
the big capitalization exchanges represented in EAFE, poised to
Òcatch upÓ with the recent results of the US market.  One quar-
terÕs results are far too little evidence of such a shift, but it may
well be a start.

EUROPEÕS STARRING ROLE

Since the US return was spectacular (about 14%), for EAFE to
do even better, its European component had to have been super-
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ties to invest instead in long-term Treasuries. Their yields are now so
low that there is very substantial interest rate risk lurking in those
apparently riskless refuges. General economic recovery and/or mon-
etary policies to stave off deflation will likely cause an increase in pre-
vailing long-term rates, seriously eroding the principal value of cur-
rent long-term bonds. If that happens, it will be on a potentially
greatly magnified scale because of the historically unprecedented low
absolute yields. A 1% increase in rates has a much bigger impact on
a bond yielding under 5% than on a bond yielding, say 7%. Many
market timers have jumped out of the frying pan into the fire.

Nevertheless, we have taken action in many client portfolios to
attempt to take appropriate advantage of this volatile period. As a
consequence of our general recent rebalancing of portfolios to target
asset allocations and because large cap domestic have been outper-
forming for some time now, we trimmed some of that exposure dur-
ing the quarter. As it turned out, that was before that asset class’s
deepest retrenchment and permitted us to redeploy funds in the small
cap and international arenas that had already suffered substantial
declines. Moreover, we’ve sold several positions to capture available
tax losses and have applied proceeds to restored target allocations.
Finally, where newly investable funds have been presented (many
new clients and several existing clients have brought new money to
the table now that asset prices have been significantly reduced), we
have slowed-down actual applications to a more gradual pace than
we had typically employed in less volatile times.

– Tim Kochis, Editor

THE SIREN SONG OF 
MARKET TIMING
We can appreciate the desire of many investors to believe in some
form of "market timing." During the past couple of months, stock
market investors have experienced markedly greater volatility than
they had become accustomed to over the past decade. (As an impor-
tant aside, we should note that this represents a return to more typi-
cal levels of volatility. Market volatility over the past ten years was a
good deal lower than the long-term average.) Now, in the aftermath
of the third quarter’s results, some clients are wondering why we 
"didn’t see it coming" and do something to avoid the price declines.

The allure of market timing is readily apparent. With the advantage
of hindsight, market tops and bottoms are starkly obvious. It seems
that a clever manager, or even an astute amateur, should be able to
react in time to avoid the "train wrecks" that seem to occur from time
to time. The notion that markets can be successfully timed contin-
ues to seduce investors, much as fad diet books which promise the
impossible always seem to find a large buying audience – despite con-
vincing evidence that neither is effective.

Because there is a great demand for their services, there will always
be a supply of market prognosticators prepared to tell investors what
they want to hear. Stories abound of seers who sounded the alarm
and withdrew from the market just before a big downward move.
However, common sense tells us that with so many people playing
the game, someone, randomly, is bound to hit it nearly perfectly. If

this person is in the business of selling investment services, it will be
easy to confuse luck with skill and to immediately launch a major
campaign touting their special insights.

Reasonably reliable records (dating back to the late 18th century) for
the US stock market show that the market rises about 70% of the
time. The remaining 30% of the time, it has remained flat or has fall-
en. Other research has demonstrated that price changes exhibit a
random pattern (that is, today’s price changes tell us nothing about
tomorrow’s); thus, a market timer faces tremendous odds. To be suc-
cessful, he first needs to remain invested as much as possible to cap-
ture the market’s strong upward tendency. Second, he must correctly
interpret the many influences on the markets to decide when to exit
(remember, lots of money was made over the last three years in mar-
kets that many said were "overpriced"). Then he must know when to
return to the market after the decline (presuming he called the
decline right in the first place . . .). And he must be correct often
enough to compensate for the transaction costs and taxes which
could otherwise be avoided or delayed.

The decision regarding when to reenter the market is especially dif-
ficult because, for real-time decision makers, the markets always
appear fraught with risk. If the markets have declined since the deci-
sion to move assets to cash, the market timer will be concerned that
the markets may continue falling. If markets have appreciated, he
may feel compelled to wait still longer on the sidelines for the
"inevitable" correction to occur. As illustrated below, markets often
rise in explosive bursts after a decline. So the failure to get the tim-
ing right on the reentry decision can undo all the benefit of a great
exit (however insightfully or merely lucky that had been).

Here are four illustrations of the problems of a successful market tim-
ing strategy. The first pair illustrates the importance of staying fully
invested. The second pair describes the investment results experi-
enced by real investors who tried to outguess the markets:

• A University of Michigan study analyzed the 7,802 trading
days between 1963 and 1993. The researchers determined
that an investor who had missed the 90 best days (just 1% of
the total) would have missed 95% of the stock market’s gains
during that period.

• Ibbotson Associates’ data shows that $1 invested in the S&P
500 in 1926 would have grown to $1,114 by the end of 1995.
But an investor who missed merely the best 35 months during
that 69 year period would have seen that dollar grow to only
$10.16.

• Dalbar Financial Services compared the returns earned by
investors buying and selling individual equity mutual funds
over a ten-year period with the returns of a consistent, unwa-
vering commitment to the S&P 500. The S&P 500 appreci-
ated by 293%, while the individual investors’ returns ranged
from 70% to 90%.

• Fundminder, Inc. calculated that the average annual return of
a population of mutual fund owners was just over 2% annual-
ly over the six-year term of its study. Yet the 199 mutual funds
in which these investors had placed their money earned an
average return of about 12% during that period.
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The difference in the returns experienced by the individual investors
and the market in these last two studies was shown to be the result of
the individuals’ attempts to time the market. But, why did they expe-
rience such poor results? It’s well documented that humans exhibit a
strong tendency to exaggerate the importance of recent events,
whether good or bad. For market timers, this tends to result in a pat-
tern of buying high during times of euphoria and selling low when
the crowd is rushing for the exits. If, instead, these investors had kept
their focus on the big picture, they would see that short-term cir-
cumstances have relatively little to do with their long-term wealth
building objectives.

To be successful, long-term investors require a disciplined approach
that avoids turning temporary losses into permanent ones by selling
out of asset classes which, reason and available historical evidence
tells us, are likely to outperform others over reasonably long invest-
ment time horizons. Research has shown that asset allocation is the
most important determinant of portfolio returns. Rather than relying
on notoriously imprecise forecasts of short-term market moves, an
investment strategy based on a durable asset allocation acknowledges
the short-term variability of markets as the price that must be paid to
capture the superior rewards of diversified equity portfolios over time.

Goethe wrote, "To think is easy. To act is difficult. To act as one
thinks is the most difficult of all." This observation speaks of the dif-
ficulty of having to live in the here-and-now, while trying to invest
for the long term. We know that it is not easy. To improve the
chances of success, one should try to act as one thinks in a rational
and disciplined manner and thus not yield to the temptations which
present themselves almost daily. We view helping you do that as one
of our most important responsibilities.

– Michael Fitzhugh

BARGAIN BUYS 
IN SMALL CAP
As we discussed in last quarter’s COMMENTARY, periods of small cap
slumps have often persisted for a number of years. Considering that
the three-year annualized rate of return for the Russell 2000 Index
was 18.86% through June 30, 1998, it had been hard for some peo-
ple to call it a slump. Now, as of September 30, 1998, the three-year
return is only 6.8%. Moreover, compared to the performance of the
S&P 500 through September 30, 1998 (22/6%) and with the
Russell 2000 off 26% from its April 21st high (as of 9/30/98), it’s easy
to see why few are willing to sing small caps’ praises.

Annualized returns are not the only indicator of the slump. Looking
back to the beginning of 1995, the Russell 2000 has outperformed
the S&P 500 in only 3 out of 15 quarters. In 1994, large caps also
outperformed the small caps, but it was more a case of losing less
rather than gaining more. It’s been almost five years since small caps
have been the performance leader. In 1993, the Russell 2000 bested
the S&P 500 by almost 9% (18.90% vs. 10.06%). This was the cul-
mination of a three-year winning streak for the small cap index,
outperforming the S&P 500 by almost 11% in 1992 and more than
15% in 1991. The question then for many investors is not whether

small caps will ever again outperform the large caps, but rather
when. Nevertheless, the predictions for small caps’ return to promi-
nence have become "as common as Elvis sightings" according to one
observer and, he argues, "with about as much substance."

As advisors to long-term investor clients, the specific timing is not
as important to us. Of greater significance, is the reality of the poten-
tial for better relative performance. On June 30th, the P/E ratio of
small company funds dropped below that of the large cap funds.
During the third quarter, the gap widened even further reaching his-
toric spreads. The P/E ratio of the Russell 2000 was 13% below the
large cap Russell 1000 as of September 30, 1998. This is 34% per-
centage points less than its historical average of 21% above the
Russell 1000 P/E. Put another way, the Russell 2000 P/E could rise
39% relative to the Russell 1000 Index just to return to normal lev-
els. According to the Frank Russell Company, this is the largest dis-
count of small cap stocks relative to large cap stocks since the incep-
tion of the Russell indexes in 1979.

Although the current bargains appear to be at historic levels, it is
important to note that it is the result of a trend that shows no sign
of waning. Small cap stocks are having a big sale, but there still don’t
seem to be many buyers. Normally, a good product at a relatively
inexpensive price is a recipe for tremendous sales. The absence of
buyers has been linked to fundamental changes in the operations of
the NASDAQ and in the form in which investors hold stock.

Last quarter’s COMMENTARY pointed out that changes in the rules
governing the NASDAQ made many small stocks less attractive to
"market makers." As a result, the number of firms that make a mar-
ket in each stock has dropped significantly, thereby reducing the
general "liquidity" of these stocks. At the same time, the perceived
need for liquidity has increased dramatically in recent years, as the
form of small stock ownership has shifted from individuals to insti-
tutions (including mutual funds). Institutional investors, trading
larger positions need to use stocks that are highly liquid in order to
execute trades with minimal impact on the share price. This causes
even "small cap" mutual fund managers to drift into mid-cap stocks.

Ironically, one other fundamental change that works against small
cap stocks is the absence of significant inflation. In theory, small
companies have lower overhead and are able to better compete with
larger companies by keeping costs down and grabbing market share
with lower prices. In times of low inflation this pricing advantage is
reduced, thus reducing their potential for superior earnings growth.

The bottom line, then, is that even though small caps are at their
deepest discount in at least 20 years, there is still no guarantee that
eager buyers will be back anytime soon. Given the potential long-
term rewards, however, we continue to believe they are worth the
wait.

– Kacy Gott

LONG-TERM LESSONS
The unprecedented bailout of Long-Term Capital Management, LP
(LTCM), the Greenwich, Connecticut-based hedge fund has rocked
the financial world. The $3.5 billion plus bailout has roiled financial
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markets, embarrassed government officials and the banking elite
(one prominent banker has already resigned), and increased pressures
for stricter regulation of hedge funds. Federal Reserve Chairman
Alan Greenspan testified to Congress that the Fed orchestrated the
bailout because LTCM’s demise could have "triggered the seizing up
of markets . . . and could have potentially impaired the economies of
many nations, including our own."

So far, the Fed’s investment in LTCM has involved political, not
financial, capital. Not so for the consortium of prestigious commer-
cial and investment banks that pumped about $300 million apiece
into LTCM and came away with a 90% stake in perhaps the most
complex and arcane private investment portfolio ever created. For
now, the new owners’ goal is to buy time to unwind LTCM’s amaz-
ingly complex array of derivative bets, interest rate swaps, short sales,
risky bonds, and equity arbitrage positions in the hope and expecta-
tion that future market movements will restore meaningful value to
the portfolio.

The LTCM debacle is rich in irony. The once high-flying hedge fund
was renowned for its secrecy, rigid rules, and arrogant treatment of
even its own investors. LTCM’s partners included purported "Master
of the Universe," John Meriwether, Nobel Prize winners Myron
Scholes and Robert Merton, and former Federal Reserve heavy-
weight, David Mullins. These luminaries ostensibly represented the
best minds on Wall Street. LTCM’s managers apparently convinced
themselves and others that rationality, sheer brain power, and bril-
liant trading models would permit LTCM to stay one step ahead of
other investors (and apparently its bankers too). How could such a
high-powered team get itself into such dire straits?

The brief answer is excessive and imprudent use of leverage com-
bined with a false confidence that management could work its way
out of any short-term market problems. LTCM specialized in fixed
income arbitrage. In general, that means that the fund sought to prof-
it from differences in interest rate movements between various fixed-
income securities. To turbocharge returns, LTCM employed incredi-
ble margin – periodically surpassing 100 times its capital! Reportedly,
LTCM’s big bet was that interest rates on risky bonds like emerging
market debt and domestic junk bonds would fall while interest rates
on safe securities like Treasury bonds would rise. To exploit this con-
vergence play, LTCM bought (was long) the risky bonds in anticipa-
tion of rising prices as yields fell on those bonds, and sold short US
Treasury bonds to capture profit as their prices fell. (Remember, bond
prices move inversely with interest rates: falling rates increase prices
while rising rates lower prices.) It didn’t work.

LTCM’s investment strategy was turned completely on its head by
Russia’s bond default in mid-August. The Russian default seriously
unnerved investors holding other emerging market debt and sparked
a rush to the exits away from suddenly very risky bonds to super-safe
US Treasuries. The upshot was that LTCM lost money on both its
longs and its shorts. Stratospheric leverage greatly magnified these
results. The inevitable margin calls forced LTCM to dump very illiq-
uid securities into a market with virtually no buyers. As Conrad
Voldstad, global co-head of debt at Merrill Lynch and one of six
senior professionals now running LTCM noted, "The portfolio hit an
air pocket – the money was lost over a very short period of time."
Without the bailout, LTCM simply would have run out of money

scrambling to meet margin calls by selling holdings at hugely dis-
tressed prices. Adding insult to injury, LTCM’s managers’ first
response to the adverse market movements was risk seeking: they
augmented their exposure by committing more capital, thus com-
pounding their eventual losses.

The following are some of the key implications and lessons we see
from the LTCM meltdown:

LEVERAGE. Using excessive leverage to purchase illiquid investments
is a mismatched investment strategy. You don’t want to run the risk
of having to sell into an "airpocket." LTCM might have been able 
to weather the Russian storm had not the extreme leverage forced
sales at the most inopportune time. The same deadly combination
(high leverage, illiquid securities) brought down Askin Capital
Management (the last hedge fund disaster) back in 1994.

In contrast, Kochis Fitz favors relatively small use of margin to sup-
port liquid long-term equity portfolios in pursuit of an incremental
long-term advantage.

TRANSPARENCY. Apparently, LTCM’s banks were unaware of the full
extent of LTCM’s other bank loans and relationships. Here,
undoubtedly, the star power of the team blinded lenders to the actu-
al risk they were taking. They let their faith in the people override
their routine risk management procedures. The banks were report-
edly content so long as their loans to LTCM, in isolation, made sense
and were backed by adequate collateral. They didn’t see the need to
ask how many times the Brooklyn Bridge had already been sold.
Moreover, LTCM prevented or complicated the efforts of individual
institutions to discover the totality of its commitments and expo-
sures. To make matters worse, the banks’ proprietary trading desks
piggybacked their positions on top of LTCM’s, exacerbating the
threat to their own balance sheets and the integrity of the overall
financial system. Now, the banks are rushing to tighten and reform
their risk management practices to ward off stricter government reg-
ulation. On that score, the banks may be too late.

MORAL HAZARD. Even though the Fed contributed no public
money into the LTCM bailout, it did play an important role.
Arguably, Fed intervention helped LTCM secure better terms than
were otherwise available in the private marketplace. A private part-
nership led by Warren Buffet offered to buy LTCM for less than the
Fed-guided bailout, but was rejected. Although we think the Fed’s
actions were probably justified, those actions nevertheless reinforced
the idea that being too big to fail can help a firm secure special gov-
ernment assistance.

HEDGE FUNDS. If LTCM’s collapse prompts investors to ask appro-
priate questions of hedge fund managers, hedge funds and the
markets generally will be better off. However, it would be an over-
simplification and a mistake to assume that all hedge funds employ
the same strategies and are as risky as LTCM. Most hedge funds are
far smaller than LTCM and employ much less leverage (if they use
leverage at all). There may be hedge fund blow-ups in the future; but
we’re reasonably optimistic that the LTCM experience has reduced
the chance that any future eruption will present truly serious risks to
the overall financial system.

As many of you know, we own and operate a fund of funds, Kochis
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Global Diversified Investors, LP, that is invested across many differ-
ent hedge funds that pursue different subsidiary investment strate-
gies. We have shunned managers that use inappropriate leverage and
we have a strong preference for managers who are disciplined and
can explain their investment strategy in clear, concise terms. While
Kochis Global is suitable for investors with a large appetite for risk,
the use of multiple managers does provide diversification and helps
cushion the fund during periods of market volatility. Funds of funds,
such as Kochis Global, performed very respectably during the recent
period of market volatility.

CRONY CAPITALISM. The LTCM bailout makes it harder for US pol-
icymakers to preach the virtues of unfettered capitalism, more dis-
closure, and greater transparency to other nations. The bailout also
reinforces the image of Wall Street as an exclusive club for the
wealthy and well-connected that is willing to cut deals and extend
favors to certain preferred investors.

NOBEL PRIZES. Don’t look for another Financial economist to win
the economics prize any time soon.

– Tom Tracy

OVERSEAS MARKETS 
MELTDOWN?!?
As losses in Southeast Asia mounted, investors in other parts of the
world began to question the viability of emerging markets in gener-
al.  This was especially true in Russia . . . where "capital flight" ulti-
mately resulted in the devaluation of the ruble and default on billions
of dollars of Russian debt.  Subsequently, we watched as investors,
attempting to cover global losses, began tapping investments in rela-
tively sound emerging markets such as Brazil . . . leaving them "tee-
tering in the balance" from the sudden withdrawal of funds.

When will all of this stop … or at least slow down?  While we may
not have yet hit the trough – we believe that we are close.  To a great
extent, we are observing the growing pains of a global economy and
the result of relaxing controls over the international flow of money.
The idea of free flow of capital is not that old.  In the early 1980’s
only the US, Great Britain, and Switzerland, soon followed by
Germany and Japan, allowed free capital outflows.  What precipitat-
ed the lifting of restrictions on capital outflows was the establishment
of securities regulation, deposit insurance, and most importantly,
sound monetary policy, giving investors confidence in international
investing.  We believe that the economic lessons of the past few
months, while gut wrenching, may have been necessary to accelerate
the process of upgrading similar methods of supervising this new era
of global growth across all economies of the world.

The appropriate medicine for the ailing emerging economies will
certainly not be the same for each.  It will depend on the individual
country’s existing financial infrastructure, political tilt and the sever-
ity of its monetary crisis.  In the near term, we are encouraged by the
initial steps that many countries are taking to restore a degree of nor-
malcy.  We are reminded, almost daily, of the intense discussions
occurring within the IMF, among world leaders, and in  influential
"think tanks" as to ways to dampen and potentially avert any further

global crises.  With the world now focusing on the expanded dimen-
sion of this problem, instead of wearing blinders,  we believe that
foundations will be laid over time that will restore confidence in
world markets and encourage investors to take advantage of the eco-
nomic opportunities they present.

While it is easy to classify all emerging markets under the same dark
cloud, surprisingly,  not all have been "rained out" . . . Greece,
Portugal, Morocco and Jordan are up 46.5%, 11.5%, 41.6% and
7.4% respectively.  Thailand and Korea, early victims, were up 4.1%
and 0.6% respectively for the quarter.  Our fund managers are pursu-
ing unique markets as well as buying attractively undervalued stocks
in the current global bargain basement. It is important to remember
that emerging markets tend to surge as well as plunge.  If you run for
the exits now,  you may miss out on the rapid and strong recovery
that often follows a downturn. These markets are not for the faint-
of-heart, but given our clients’ limited exposure to them, usually
about 5% to 10% of an overall portfolio of equities, we encourage you
to remain committed to this asset class.  Over the long term, we
believe that you will be well rewarded for the risk taken.

While much of our attention has been diverted to the emerging mar-
kets, we should not ignore the impending unification of eleven,
mostly well developed countries in Europe, forming the Economic
Monetary Union (EMU), on January 1, 1999.  On that date, the euro
will be adopted as the national currency of the participating nations.
The EMU will have a population 20 million greater than the US and
a combined GNP that will exceed the US and Japan combined.  We
believe that this union holds enormous economic potential.

We agree with most of the financial community that the size of this
newly established union could propel the euro to a preferred curren-
cy status in which international transactions are conducted.  The
greatest advantages will be consistent interest rates on government
debt and comparable pricing.  Gone will be the costs, risks and
inconvenience associated with transactions in multiple currencies.
We feel that this should lead to far more efficient and competitive
markets for products, services, and capital . . . translating into
enhanced economic opportunities for investors.  

Politically, it is not clear what impact the formation of the EMU will
have.  On one hand, there is Helmut Kohl’s failure to win reelection
in Germany, following the election of left of center governments, last
year in both the U.K. and France.  We may expect further "changing
of the guards."  In contrast are Italy and Spain. Initially, these coun-
tries did not qualify for EMU membership due to high inflation and
interest rates.  Governments in these countries fought fervently to
qualify for admission . . . and are reaping the fruits of their success.

We feel that the most interesting message is the combined strength
of the EMU.  Considering the tumultuous histories of the participat-
ing countries, it is amazing that they could find sufficient common
ground to create and implement the EMU . . . but they did.  This
"strength of the whole" will require adjustment to the way the world
views the EMU, but ultimately, we believe its success will provide
new investment opportunities for international investors.

Even though, however, in Japan, the jury is still out.  Up until now,
even though Japan continued to be ravaged by currency declines and
economic stagnation, the government has been unable to take the
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necessary steps to initiate a recovery.  At present, however, leadership
change in the Diet’s upper house, spearheaded by Naoto Kan of the
Democratic Party of Japan, may be the necessary ingredient for
change.  Kan has successfully negotiated an economic reform pack-
age ($600 billion) with the Liberal Democrats to begin curing the
bad bank loans (estimated to be $1 trillion).  He has also forced
Prime Minister Obuchi into promising permanent tax cuts.  There
are, however, other problems that continue to drag down the econo-
my . . . limited imports, a continuing expectation of life-time employ-
ment, wasteful state projects and failure to privatize the postal-sav-
ings system . . . to name a few.  While we are encouraged by some of
these recent developments, a full fledged recovery for the Japanese
economy is probably some time away.  Therefore, we are not troubled
by the fact that currently, the international funds we invest client
assets in hold only minimal positions in Japan.

– Jane M. H. Zaloudek

FUND WATCH
MUTUAL DISCOVERY

Michael Price’s November 1 departure from Mutual Discovery will
leave the fund in the hands of the "Gang of 5," headed by CEO Peter
Langerman, and Chief Investment Officer, Rob Friedman, who have
both been with the company more than ten years.  We believe that
this group will continue the commitment to value investing pio-
neered by Max Heine and refined by Michael Price.  At a recent
meeting where Mr. Price was reassuring investors and touting the tal-
ents of the continuing team, he reminded us that not only does his
office remain just down the hall, he also maintains a substantial per-
sonal investment in the fund, and he continues as Chairman of the
Board.  The fund’s value orientation is employed globally with about
50% invested overseas.  The team actively manages the fund, choos-
ing primarily small cap companies, hedging currency, and searching
for opportunities with companies involved in mergers, reorganiza-
tions, restructurings or liquidations.  Over time we expect this well-
trained team to be able to make this a continuing winning strategy.
However, because of the substantial commitment to overseas hold-
ings, we have pared back some of our exposure to this fund to balance
the direct overseas exposures we have elsewhere in client portfolios.

SMALL EMERGING MARKETS FUNDS TROUBLES

As if decreased stock values and continuing redemptions weren’t
hard enough for emerging markets funds, those with money in
Malaysia are stuck – assets can’t be repatriated for a year.  Various
combinations of these factors have led to planned closures and liqui-
dation or merger of several small funds: Robertson Stephens
Developing Countries Fund, Govett Latin American Fund, and
CitiFunds Emerging Asian Markets Equity Fund.

Our selections in this category are experiencing similar problems but
are quite large enough to survive, make opportunistic purchases, and
prosper as they operate around the world.  In contrast to CitiFund’s
product dropping from $10 million to $1 million in two years, our
funds remain much bigger: Templeton Developing Markets being
down to about $2 billion and Van Kampen (formerly Morgan
Stanley) Emerging Markets to $100 million.

BARR ROSENBERG US SMALL CAP

It’s both good news and bad news that Barr Rosenberg US Small
Cap is closing on January 1, 1999.  At that point, no one will be
allowed to invest another dollar, except through dividend reinvest-
ment.  For clients whose portfolios are anticipated to have large
inflows after 1998, we will be "overweighting" this fund in the last
months of this year.  We are frustrated at the removal of this excel-
lent fund from our future opportunities but we are pleased that Mr.
Rosenberg is acting on his conviction that too many assets will neg-
atively affect performance.

REBALANCING

Activity in portfolios this past quarter was primarily in the context of
rebalancing; that is, returning portfolios to the strategic asset alloca-
tions memorialized in your INVESTMENT POLICY STATEMENT.  The
starting point was the downward adjustment we made to the weight-
ing of Mutual Discovery in recognition of its seemingly durable shift
from small cap domestic to global investing in small cap and other
opportunistic situations.  In most cases we were able capture a small
loss – or at worst, to create a small capital gain.  In addition, we com-
pleted the sales, explained in last quarter’s COMMENTARY, of
Heartland Value and Brandywine in taxable portfolios. We offset
gains from those and other transactions with sales of worthwhile tax-
loss positions in one or the other of your emerging markets funds.  To
avoid disallowance of your tax losses, but to keep you fully invested
in emerging markets, we bought back into the asset class by purchas-
ing more of the remaining emerging markets fund.  In September and
October, we are reversing that action, capturing the remaining tax
loss, and once again having you hold both emerging markets funds:
Templeton’s and Van Kampen’s.

Note:  Warren Buffet’s Berkshire Hathaway continues to be in the
news, whether it’s a Forbes story about his son, a report about the
biggest insurance companies in the country, or a blurb about what he
intends to do with his $9 billion of cash.  Berkshire Hathaway gave
up a great deal of ground this quarter but still ranks at the top of 12-
month performance.

– Linda J. Fitz

Page 6 450 Sansome Street • Suite 1600 • San Francisco, CA 94111-3324 • Tel (415) 394-6670 • Fax (415) 394-6676

Within the past 18 months, I have had the opportunity to
travel to the U.K., Germany, Korea, Japan, China,
Singapore, and Malaysia and have discussed current eco-
nomic conditions with numerous financial professionals in
each of those countries. While the sample is admittedly
small, my sense is that the European economies have
strong short- and long-term growth opportunities and that
Asian economies are chastened by recent events but still
optimistic. Everyone I encountered there was convinced –
determined – that strong economic growth would resume;
but that it could take a while.

– Tim Kochis



QUARTERLY RESULTS

The performance of equity mutual funds is shown for the third quarter and for the trailing twelve months.  These average or median results are either from Barron’s
Quarterly Mutual Fund Report, The Wall Street Journal, or The New York Times.

Returns for all equity asset classes were negative in the third quarter, dragging down the 12-month figures.  Only the large cap domestic basket was in positive ter-
ritory for the year.  The trailing 12-month returns for all equities look substantially worse than in previous reports because the dismal returns from this recent quarter
replace the good returns from the third quarter of 1997.

Our funds generally reflected the performance of their respective asset class with some exceptions.  Notably, Berkshire Hathway had the worst quarterly return
and the highest 12 month and three-year returns of our selected funds, reminding us that to "beat the market" a manager may take risk that may not be rewarded in
every period.
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3 Years
3rd Quarter 12 Months Annualized

1998 to 9/30/98 to 9/30/98

LARGE CAP DOMESTIC
Index
* Schwab 500 Select -10.0% 8.8% N/A
* Schwab 1000 Select -10.7% 7.3% 20.8%

Vanguard Index 500 -10.0% 9.0% 22.5%
Value Orientation

Berkshire Hathaway -24.0% 33.0% 26.7%
* DFA Large Cap Value -17.1% -6.8% 14.6%

Guardian Stock Fund (Annuity) -13.8% 0.9% 28.1%
Putnam Value Growth & Income (Annuity) -11.6% -5.4% N/A

Growth Orientation
JanCap Growth (Annuity) -5.5% 22.0% 26.2%

SMALL CAP DOMESTIC
Growth and Earnings Momentum

Navellier Aggressive Growth -17.1% -19.5% N/A
Value Line Centurion (Annuity) -15.0% -7.0% 10.7%

Value Orientation
* Barr Rosenberg US Small Cap - Institutional -17.8% -15.7% 13.9%
* DFA US 6-10 Value -22.1% -23.2% 6.1%
* Mutual Discovery Z -19.4% -10.3% 12.3%

T. Rowe Price Small Co. Value (Annuity) -20.2% -19.0% N/A

INTERNATIONAL
Core International

Baillie Gifford (Annuity) -14.9% -6.5% 9.6%
BT International Equity -16.6% -3.7% 13.7%
Harbor International [Closed] -16.6% -11.4% 10.5%
Ivy International [Closed] -15.7% -13.9% 7.9%
Janus Overseas -19.6% -7.0% 16.2%

International Small Cap 
Acorn International -16.1% -5.7% 6.7%

* Barr Rosenberg Int’l Small Cap - Institutional -18.4% -17.6% N/A
Emerging Markets

Baillie Gifford Emerging Markets (Annuity) -22.9% -47.6% -8.0%
Montgomery Emerging Markets -23.3% -52.5% N/A
Morgan Stanley Emerging Markets (Closed-End) -26.7% -46.7% -12.0%

* Templeton Developing Markets I -20.5% -50.1% -11.6%
Van Kampen Emerging Markets -24.3% -50.3% -14.8%

KOCHIS GLOBAL DIVERSIFIED INVESTORS, L.P. -6.5% -13.8% N/A
*PREFERENTIAL ACCESS THROUGH KOCHIS FITZ

(1) The returns shown are median returns for the fund category.

3rd Quarter 12 Months
Fund Categories 1998 to 9/30/98
Large Cap (S&P 500 Objective) -10.0% 8.5%
Large Company Growth(1) -11.3% 7.3%
Large Company Value(1) -11.9% -1.5%
Small Company Growth(1) -22.5% -22.9%
Small Company Value(1) -20.2% -19.7%
International -16.2% -10.7%
International Small Company -17.0% -8.1%
International Emerging Markets -23.6% -46.5%


