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In light of the strong returns produced by a very small number of
very large stocks, marked by the recent achievement of the Dow
10,000 “milestone”, it may come as a surprise that most of the
domestic stock market has had at best modest or, more typically,
poor returns this quarter.

Microsoft (up 29%) and America Online (up 90%) alone
accounted for more than a third of the total advance of the S&P
500 (5.0%), where the average component was up less than 2%.
The Russell 2000 index of smaller company stocks was down 5.4%.

We liken the very narrow group of well-performing, very large
stocks to a game of “musical chairs” that is already well underway.
One wonders what will happen if the chairs keep being pulled
away and the music comes to a stop. Both the volume of new
money coming into the market has steeply declined (equity mutu-
al fund net inflows were less than half of the volume of the first
quarter of last year) and the focus has concentrated dramatically
(more than 80% of mutual fund and 401(k) plan inflows went to
large cap index funds). This is not to say that we are especially pes-
simistic about the market, as a whole, but that we believe that the
very large cap extreme is vulnerable to near term “correction”.
Consequently we are careful to remain disciplined about clients’
target exposures to that asset class. We continue to believe that
the deeper market presents a more obvious opportunity in the
near term… especially now.

Many clients have substantial exposure to the small cap segment
of the domestic market, targeted to reap the expected long-term
superior returns of that class. As we discuss later in this
Commentary, history suggests that the waiting period for that out-
performance can be quite long and that it tends to come in espe-
cially strong “clumps”, separated by perhaps many years of relative
weakness. We believe that one of those clumps is now not far
away. While a broadening of the retail investor’s now almost
exclusively large cap focus will probably have to be part of that
turnaround, it doesn’t have to drive all of it and it doesn’t have to
be the first step.

INTEREST RATES… INFLATION… DEFLATION

While the Federal Reserve has been content to leave short-term
rates constant so far this year, long-term rates have continued to

rise from the lows of September- October of 1998, explaining
some of the pressure on the general stock market. Inflation,
meanwhile, appears virtually non-existent despite continued
strength in the domestic economy and even lower rates of unem-
ployment. This near perfection of macro-economic factors proba-
bly reflects an under-appreciated improvement in overall produc-
tivity caused by the ever-increasing implementation of technolo-
gy. We don’t see an end to this development and we remain,
therefore, fundamentally very optimistic about the economic
future and its impact on investors’ fortunes for the long term.

In the shorter-term, some threat from deflation does exist, as the
world’s current excess capacity will have to work its way through
the global system. It seems unlikely that worldwide demand will
be able to rise fast enough to avoid shutting down at least some of
that excess supply. Perhaps surprisingly, the excess supply may not
be absorbed by the world’s developing economies but by the devel-
oped economies instead. That is because the productive capacity
in the emerging economies can be maintained on the cheap (now
even lower labor costs, rents, interest rates, and, generally, more
modern factories) while in the developed economies of Japan,
Europe, and North America, that excess capacity is generally
more expensive. The problem for the US is that, given the cul-
tural and political environments of Japan and Europe, the US is
the most prone to respond to market forces to reduce that capac-
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ity. Thus, a slowdown (brief or otherwise) of the US economy
may be unavoidable to alleviate the deflationary pressures now
found everywhere else on the planet. So, in contrast to the fears
of many, we believe the more likely interest rate moves within the
next year will be down, not up, but for reasons that will offer lit-
tle joy to the domestic markets.

OVERSEAS MARKETS

Emerging markets, generally, turned in very good performance
this past quarter, reflecting their probably having passed the worst
of their local problems and emerging as the world’s lowest-cost
producers of many goods. The OPEC cartel-led increase in ener-
gy prices has helped Indonesia and Russia (for what it’s worth,
Russia’s remnant of a stock market was up more than 65%, better
than any other country for the quarter). Brazil seems to have sur-
vived the much publicized threat to its currency early in the quar-
ter, with a loss in US dollars of less than 1% for the quarter as a
whole. Mexico was up 31.8%; Korea 7.3%. While we don’t expect
the path to be smooth, we are confident that our clients’ patience
with “emerging markets” will be amply rewarded…  over the very
long-term. It is telling to note that, even after the debacle of mid
1997 to late 1998, emerging markets’ aggregate performance com-
pares respectably with the domestic large cap market over the last
generation. From January 1970 through March 1999, emerging
markets’ annualized returns were 9.3%, trailing the S&P 500’s
13.5%, but hardly the long term disaster that the torrent of neg-
ative publicity would suggest. And, up until the recent glamour
period for US large cap stocks, emerging markets significantly
outdid the S&P 500: up 13.5% to the S&P 500’s 11.1% from
1970 to late 1994.

Where things go from here in the near term can only be a guess,
but an investment plan that prefers acquiring value at low prices
rather than high cannot ignore the opportunity these markets
present. To better distinguish these developing markets from the
established markets overseas, our displays of emerging markets
will from now on be separated from the developed markets over-
seas. This may help to avoid the occasional confusion that all
overseas markets are of the “emerging” variety.

That is emphatically not the case. Europe, this quarter, in con-
trast to emerging markets, has been something of a disappoint-
ment due primarily to currency effects. Still, the euro is in its
infancy and we continue to expect good things for European
economies… and markets… in the longer run. The current hos-
tilities in the Balkans are the latest chapter in a very ancient story
of ethnic, political, and religious strife that will not be resolved
anytime soon. As sad as these events are, the rest of Europe will
probably go about its business, more or less unfazed. Tellingly,
Greece, with geographic proximity and significant territorial, reli-
gious, and cultural stakes in the conflict, enjoyed a 17% run-up in
its market this year through mid-April. The prospect of its mem-
bership in the EMU seems to be outweighing the pain of bombs
in Serbia.

SOCIAL SECURITY AND THE STOCK
MARKET

Early this quarter, the possible equity funding of the Social
Security system made big news. We continue to be encouraged by
the increasingly intense public debate about the future of Social
Security. It’s far too early to draw any firm conclusions. Much of
the rhetoric issuing from politicians…  of all stripes…  borders on
the demogogic and still masks the illusion of the system’s solven-
cy (the “trust fund” is “invested” today only in Treasury securities,
the IOU’s of the federal government; so, directly or indirectly, the
American taxpayer is still on the hook to make good on the pay-
ments). Nevertheless, it is a beginning and we expect that even-
tually there will be at least some commitment of funds to equity
investment, either by the government or through private
accounts, or in some combination. We will be watching this
closely, both to modify clients’ long range retirement plans, as
appropriate, and to evaluate the impacts on individuals’ invest-
ment portfolios. 

Y2K

Finally, a word on a potential near term threat to our clients’
investment plans: the impact of the turn of the next year on the
world’s computerized infrastructure. Our Senior Operations
Officer, Marilyn Drobenaire, has spearheaded our efforts to elim-
inate or at least control any problems Y2K may create in our
work for clients. Her report follows.

– Tim Kochis, Editor

Y2K COMPLIANCE PROGRAM

As the countdown continues toward the magic date of January 1,
2000 and the largest potential computer glitch in history, we
could be faced with being left in complete darkness, without heat
or electricity, returning us, for a time, to life before these essential
modern conveniences. Or, it could just be that while some sys-
tems will result in failure, most will proceed into the next centu-
ry with little or no trouble. No one really knows what the new
year has in store for us; but, we believe that the latter result is
much more likely than the former.

Kochis Fitz has prepared a Year 2000 compliance program which
outlines the steps that we and our outside technical support firm
have developed to meet our needs. We were fortunate to have
been selected as one of a handful of investment advisors to be
interviewed in August of 1998 by the local SEC branch when it
was attempting to design its requirements for all SEC registered
investment advisors. This interview helped assure us that we were
on the right path. It was apparent, however, that even this pow-
erful regulatory agency was still grappling with the task of moni-
toring the progress of its registrants’ ability to prepare for Y2K. 

To begin, we reviewed our reliance on even the most trivial pieces
of software and equipment – from the postage meter on up to our
sophisticated network system and linkages to custodians of our
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QUARTERLY RESULTS
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The following table set out the performance o f the investment vehicles we’ve employeed in client portfolios. In almost all cases,
results exceeded the relevant benchmark performance. 3 Years

1st Quarter 12 Months Annualized
1999 to 3/31/99 to 3/31/99

DOMESTIC LARGE CAP
Index
Category Benchmark(1) 4.8% 18.0% 27.5%
* Schwab 500 Select 4.9% 18.2% N/A
* Schwab 1000 Select 4.4% 16.9% 25.1%

Vanguard Index 500 5.0% 18.5% 28.0%

Value Orientation
Category Benchmark(1) 1.0% 1.8% 17.8%

Berkshire Hathaway 2.0% 6.3% 28.2%
* DFA Large Cap Value 2.5% -1.3% 17.9%

Guardian Stock Fund (Annuity) 2.0% 9.5% 24.7%
Putnam Value Growth & Income (Annuity) 3.2% 3.9% N/A

Growth Orientation
Category Benchmark(1) 7.6% 25.5% 26.5%

JanCap Growth (Annuity) 20.8% 70.7% 44.1%
Value Line Centurion (Annuity) 6.8% 22.0% 21.3%
DOMESTIC SMALL CAP

Growth and Earnings Momentum
Category Benchmark(1) -4.6% -10.6% N/A

Brazos/JMIC Small Cap Growth -1.1% -2.8% N/A
Navellier Aggressive Growth 0.2% 2.4% 9.9%

Blend
Category Benchmark(1) -8.4% -21.2% N/A

Gabelli Capital Asset Fund (Annuity) 0.6% -1.4% 17.1%
Guardian Small Cap Stock (Annuity) -9.8% -25.6% N/A

Value Orientation
Category Benchmark(1) -9.9% -24.9% 8.1%
* Barr Rosenberg US Small Cap - Institutional [Closed] -8.9% -20.6% 11.2%
* DFA Tax Managed 5-10 Value -6.3% N/A N/A
* DFA US 6-10 Value -8.6% -23.3% 9.0%

Longleaf Partners Small-Cap -2.8% -2.6% 19.5%
Oakmark Small Cap -8.8% -26.1% 11.9%
T. Rowe Price Small Co. Value (Annuity) -10.1% -22.1% N/A

DEVELOPED OVERSEAS MARKETS
Large Cap
Category Benchmark(1) 1.5% 0.0% 9.2%

Baillie Gifford International (Annuity) -0.6% 3.3% 12.5%
BT International Equity -4.5% -3.4% 15.8%
Harbor International [Closed] 3.0% 0.0% 15.0%

* Ivy International [Closed] 3.0% -1.3% 12.4%
* Janus Overseas [Closed] 4.3% 5.3% 19.4%
Small Cap
Category Benchmark(1) 5.0% 0.3% N/A

Acorn International 1.2% -1.2% 9.0%
EMERGING MARKETS

Category Benchmark(1) 7.8% -25.5% -7.8%
Baillie Gifford Emerging Markets (Annuity) 6.2% -24.7% -4.3%
Montgomery Emerging Markets (Annuity) 7.0% -30.1% -11.7%
Pilgrim Emerging Countries Q 7.6% -21.4% 2.3%
SSgA Emerging Markets 10.3% -16.6% -3.7%

* Templeton Developing Markets 8.8% -15.9% -3.5%
Market Neutral Equity
Barr Rosenburg Market Neutral Inst. -6.7% -7.3% N/A

KOCHIS GLOBAL DIVERSIFIED INVESTORS, L.P. 1.9% -4.3% 11.2%
*PREFERENTIAL ACCESS THROUGH KOCHIS FITZ
(1)The median or other benchmark performance of equity mutal funds shown for the first quarter and for the year through 3/31/99 are either from Barron’s Quarterly
Mutual Fund Report, The Wall Street Journal, or The New York Times.
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America and Southeast Asia. While many clients wisely choose
to commit a significant percentage of their portfolio to overseas
investments, only rarely do they have as much as ten percent of
their overall portfolio in “emerging markets” investments. Our
research indicates that developed and emerging overseas
economies share few common characteristics and are expected to
exhibit low correlation over time. To make this important con-
ceptual division more clear, we now present overseas developed
and emerging markets as separate asset classes in our reports.

DEVELOPED OVERSEAS MARKETS

We are now employing the “institutional class” of Ivy Inter-
national, which features annual expenses about 40 basis points
(0.4%) less than the class we had been holding. The portfolios
are identical in all other respects. As most clients have substan-
tial unrealized capital gains in Ivy, we purchased the institution-
al shares only for clients who hold Ivy in tax-deferred accounts
or who have only nominal unrealized gains in taxable accounts
and where the size of the transaction justified the small transac-
tion fee.

In contrast to the fine performance of our other funds in devel-
oped overseas markets, Barr Rosenberg International Small Cap
has lagged its peers ever since we purchased it. It is managed using
the same quantitative methodology as Barr Rosenberg US Small
Cap, a fund with a spectacular long-term track record.
Unfortunately, Barr Rosenberg’s models do not appear to work
well in the less efficient international markets. We sold it in all
accounts this quarter. Instead of choosing a replacement, we have
decided to limit our clients’ pure international small cap exposure
to one fund – Acorn International, which has continued to best
nearly all of its international small cap peers. We are using the
proceeds from the sale of Barr Rosenberg International Small Cap
to augment both Acorn International and the overseas large cap
funds, whose managers occasionally include opportunistic small
cap equity exposure.

EMERGING MARKETS

As previewed in last quarter’s Fund Watch, we re-evaluated Van
Kampen Emerging Markets and its sister fund, the closed-end
Morgan Stanley Emerging Markets. After the departure of their
management team, we felt it was an opportune time to take loss-
es where available and select new funds. In addition to existing
positions in Templeton Developing Markets, which continues to
sit among the top emerging markets funds, we purchased SSgA
Emerging Markets and Nicholas Applegate Emerging Markets
(Nicholas Applegate recently merged operations with the Pilgrim
Group of funds, so this fund is now known as Pilgrim Emerging
Countries). 

Recognizing the vast size and inefficiency of emerging markets,
we believe that three managers can all add value without overlap-
ping talents. SSgA is a very broadly diversified (over 500 stocks)
“quasi-index” fund that adheres to a strict macroeconomic
approach, giving shareholders broad emerging markets exposure.
Pilgrim’s management team focuses on a much smaller number of
rapidly growing companies in these markets, generally technology

and telecommunications stocks. In direct contrast is Templeton’s
“deep value” approach, which has led manager Mark Mobius to
pursue more undervalued sectors, such as financial and industrial
equities. These three divergent styles will, we believe, comple-
ment each other quite well. Still, in a nod to Templeton’s longer
history and time-tested approach, we generally allocate half of our
Clients’ emerging markets exposure to that fund, splitting the
remaining exposure between the two newer funds.

MARKET NEUTRAL

By all measures, market neutral has been a disappointment. In
recent weeks, we reevaluated not only our market neutral selec-
tion, Barr Rosenberg Market Neutral, but, more importantly,
the long-term viability of the strategy as a whole.  We found that
nearly all market neutral managers suffered dismal performance in
1998. The reason behind such uniformly disappointing results? A
very volatile and unusually narrow market played havoc with the
complex stock valuation and selection models that most mangers
employ. These models, which attempt to exploit pricing ineffi-
ciencies in stocks, are designed to produce returns that are not
correlated with the equity markets – making them a great portfo-
lio diversifier. In years before 1998, many market neutral man-
agers, working exclusively for hedge funds, pension funds, and
other institutional investors, have consistently returned 5 to 7% in
excess of Treasury bills… in a variety of market conditions.
Attempting to capitalize on a favorable change in the tax law, a
number of market neutral retail mutual funds were introduced in
early 1998, just in time to sorely disappoint their investors.
Nevertheless, our research has renewed our faith in these com-
plex funds. We expect to continue to employ market neutral in
certain client portfolios where the strategy is optimally suited to
intermediate term goals. 

To further diversify our clients’ market neutral exposure, however, we
recently added Puget Sound Market Neutral. In contrast to Barr
Rosenberg’s focus on small, undervalued companies, Puget Sound’s
management looks to larger, more growth-oriented companies in
executing its models. We expect that the combination of these two
complementary styles will help mitigate some of the unusual volatil-
ity that we have recently witnessed in market neutral.

ANNUITIES

Clients with the Guardian variable annuity will notice some
changes to their account statement. First, we reclassified Value
Line Centurion fund from small cap to large cap. As the fund’s
assets have drifted toward $1 billion, the management team has
had to purchase larger, more liquid companies. Centurion’s record
has been excellent and we continue to have confidence in their
team, so, rather than lose this fund’s exposure entirely, we split
the large cap allocation within the annuity between the growth-
oriented Centurion and the value-oriented Guardian Stock
Fund. Gabelli Capital Asset Fund, managed by legendary in-
vestment value maven Mario Gabelli, and Guardian Small Cap
Stock fund are our new choices for the small cap allocation with-
in this annuity.

– Gregory R. Schick



clients’ investments. With this inventory in hand, we are in the
process of gathering information about what manufacturers and
providers are doing to become Y2K compliant by visiting web sites
where information is readily accessible, and by mailing Y2K com-
pliance questionnaires elsewhere. Since there is no standard defi-
nition of “Y2K compliant,” we will consider a product to be Y2k
compliant if it does not produce errors or loss in functionality as a
result of the transition to the year 2000 when used in accordance
with its documentation. We have learned to pay close attention to
the specific version of software packages when determining if they
are Y2K compliant. Manufacturers often focus only on the latest
versions of their programs, so upgrades are often necessary. Many
older accounting packages (early versions of Solomon, Realworld,
Quicken, etc.) will not recognize dates after 1999.

Since the majority of our clients’ portfolios are custodied by
Charles Schwab & Co., Inc., we have been particularly interest-
ed in monitoring the progress of Schwab’s Y2K compliance pro-
gram. From the communications we have received over the past
year, we are confident that Schwab is performing the necessary
steps to become Y2K compliant. It may be comforting to learn
that the SEC required that brokerage firms be prepared for indus-
try-wide testing by the end of April, 1999. We look forward to
learning about the remaining issues facing the securities industry
as the results of these tests are revealed soon. Preliminary tests up
to this point have been successful.

For our firm’s computer network system, we are using an outside
technical support firm with whom we’ve been doing business over
the last three years, so they have considerable familiarity with our
operations. We took advantage of this readiness effort to upgrade
our network system in March of this year. We purchased a Y2K-
compliant server that contains redundant hard drives and con-
trollers so that should we experience a network “crash” with one,
the second automatically takes over without disruption to our
daily transactions. Our network system continues to be tested at
a careful pace as we receive information about software packages’
Y2K compliance and/or upgrade requirements. Since upgrades
can inherently cause glitches in a system, we are implementing
upgrades one at a time in order to isolate and fix any problems
that may arise. We are applying the same rigorous testing of our
network server to our individual workstations.

The most dramatic stage of our Y2K compliance plan will be the
actual testing of our system, scheduled to take place this October.
The system’s internal clock will be set to 11:59 p.m. on December
31, 1999, and once the system clock rolls over to the year 2000,
all system applications will be thoroughly tested for accuracy until
a satisfactory result is achieved. If all previous steps were properly
carried out, it is likely that the system will perform correctly and
only minor, if any, fixes will be necessary.

We have made contingency plans should the Y2K bug defy all of
our efforts come January 1, 2000. With regard to our clients’
accounts at Schwab, we are within several blocks of three different
Schwab locations, so we are able to transmit communications in
person if and when necessary. Our client information, while pri-
marily stored on a central network server, can be downloaded from
daily backup tapes onto individual workstation hard drives. We

typically keep two weeks worth of backup data on site, and period-
ically store backup tapes at safe offsite locations for extra security. 

Our primary concern is to remain in contact with our clients to
be able to deliver an uninterrupted volume and quality of service.
Thinking of “lines of communication”, the following is an exam-
ple of another contingency plan – during a massive power outage
in the San Francisco Bay Area on December 8, 1998, most areas
were without electrical power. However, most phone systems
were working just fine but many did not realize that phone sys-
tems are often dependent on the building’s power to ring and to
connect to a dial tone. As a result, we have learned to keep on
hand a few old fashioned, non-local-power-dependent phones in
our offices for just such occasions. That experience also caused
many of our staff to have to walk up 16 flights of stairs to get to
our offices, so we’re already in good physical shape should Y2K
take out our elevators for a while.

Please visit our website at www.KochisFitz.com, under “Frequently
Asked Question’s” for a more detailed discussion about our Y2K
compliance program.

– Marilyn Drobenaire

WHAT SMALL CAP EFFECT?
The small cap effect, we keep reminding our clients (and, occa-
sionally, ourselves), is expected to be a strong contributor to port-
folio returns over time, despite its lackluster performance over the
last couple of years. To remind you of why a well-informed – and
risk-tolerant – investor would maintain allocations to this asset
class, we thought it would be helpful to review a perspective on
small cap stocks.

Enthusiasm for small company stocks stems from two sources: (1)
the historically observed long-term tendency for small company
stocks to provide greater returns than large company stocks, and
(2) the logic which says that that pattern is economically rational
and should persist in the future.

The fact that small company stocks have provided returns superi-
or to those of large company stocks over long time frames is easy
to show. Graph 1 on the following page demonstrates the margin
by which small stocks have outperformed the S&P 500 since
1926 (when the relevant data series begin).

In terms of compound annual returns, small stocks returned
12.2% while the S&P 500 yielded 11.2%. But this fails to show
the magnitude in actual wealth creation. $1 invested in the S&P
would have grown to $2,320, while the same amount, invested in
small caps, would have grown to $4,460.

But this is no free lunch: investing in small cap stocks is risky!
Individual companies in a small cap portfolio tend to carry more
business risk than larger, more established companies. Investors
can diversify this risk away by owning a well-constructed portfolio
of companies. But, in the short run – as most clients have experi-
enced – unpleasant things can happen to even a well-diversified
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portfolio of small cap stocks.

In the first quarter of 1999, for the tenth time in the past twelve
quarters, large cap domestic stocks outperformed their small cap
brethren (5.0% for the S&P 500 versus –5.4% for the Russell
2000). While such periods are frustrating, they are not at all
unprecedented. Small cap stocks sometimes experience extended
periods of time in which their returns trail those of large compa-
ny stocks. Then, the opposite occurs, with a net result that has
strongly favored long-term holders of small cap stocks.

In the graph below, we show the annual over- (or under-) perfor-

mance of small versus large company stock returns from 1960 to
1998 (i.e., the small company index* return for each year minus
the S&P index return), adjusted for inflation. When the bar
extends above the horizontal zero line, small cap returns exceed
those of large caps; when the bar goes below the line, large com-
pany returns are greater than those of small caps by the margin
shown. 

One can see that these advantages occur in clumps, alternating
after periods of often several years. No one can say for sure why
this apparent pattern occurs, although “investor sentiment” that
the recent past will continue makes as much sense as anything.
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Graph 1

Graph 2

*The small stock index is the “DFA 9-10” index, a measure of performance of the bottom two deciles of the stock market, ranked by
market capitalization.



Similarly, no one can predict when the next inflection point will
occur, when the profit opportunity in the alternative becomes too
compelling to resist. Logic tells us, nevertheless, that the returns
of lower risk large cap stocks cannot continue to dominate those
of riskier small caps forever.

Was 1998’s record-setting large cap premium the last hurrah in
this most recent run? The evidence of this past quarter, and the
strength of the US economy this late in the current expansion,
suggest not. However, the vulnerability of the very narrow recent
strength of large cap stocks should give any investor pause.
Eventually, the earnings available (at much lower cost) through
small company stocks must command the attention of the execu-
tives and directors of large companies. Acquisitions, even at siz-
able premiums to current market values, can cheaply add earnings
streams not readily available otherwise. This could be the catalyst
to the broad investment public “rediscovering” the small cap
opportunity.

EMERGING MARKETS MAY BE EVEN LESS

RISKY

So where does that leave us? For risk-tolerant long-term
investors, we encourage maintaining commitments to small cap
stocks. The tide could be about to turn. Moreover, all investors
should consider, as we will in next quarter’s Commentary, the
opportunity to trade off a portion of small cap exposure in favor
of emerging markets! This seemingly daring suggestion reflects
our expectation that both small cap and emerging market stocks
have significant upside, and our continuing research that suggests
that their pattern of returns vis-à-vis large US companies will
probably be quite different, with emerging markets less closely
correlated to large US stocks. That difference may be able to be
exploited to reduce overall portfolio volatility while achieving
premium returns. More on this in our next Commentary.

– Michael P. Fitzhugh

FUND WATCH

The first quarter of 1999 was a busy one. We took advantage of
two new opportunities for reducing internal fund expenses.
Manager changes in emerging markets and small cap value led to
the replacement of three other funds. We also continued to
research two recently troubled strategies, and ultimately acted to
mitigate further underperformance in “market neutral”.

DOMESTIC LARGE CAP

One of the benefits of pursuing a passive or “index” strategy, as we
do for much of our clients’ large cap exposure, is that index funds
generally operate with very low internal expenses. Thus, we were
pleased when Charles Schwab & Co. introduced “institutional
class” shares of its S&P 500 index fund, which feature annual
expenses of just 15 basis points (0.15 percent) – 20% less than the
19 basis points of the Schwab S&P 500 Select fund that we have
used for several years, and lower than any other S&P 500 index

fund available to the public. To take advantage of this cost differ-
ential, in January, we transferred all Schwab S&P 500 Select fund
holdings within tax deferred accounts to the new Institutional
S&P 500 fund. However, the large accumulated capital gains
present in S&P 500 Select made the tax cost of transferring to the
institutional class within taxable accounts prohibitively expen-
sive in most cases. All new money going into the S&P 500 index
will be invested in the new Institutional S&P 500 fund. 

As discussed in last quarter’s Commentary, we intend to weight
our clients’ domestic large cap allocation roughly equally between
“value” and “growth” stocks over the long term. Berkshire
Hathaway and DFA Large Cap Value are clearly value-driven
investments, while the large cap index positions are currently
more weighted toward growth stocks. However, our research has
led us to understand that the indexes are actually not so heavily
growth-weighted to solely represent that management style.
Consequently, we may add a dedicated large cap growth fund to
client portfolios at some future point. At the present, we are not
uncomfortable with a small tilt toward value. 

DOMESTIC SMALL CAP

Meanwhile, Mutual Discovery, which has produced outstanding
results for many clients, has undergone several recent events that
convinced us, at length, that the fund’s best days might have
passed. Longtime portfolio manager Michael Price left the helm
in 1998, leaving the fund to his protégés. While the managers are
capable, the fund’s assets have ballooned in recent years, and,
given incentives in Price’s contract, we think assets will continue
to grow and perhaps overwhelm the fund’s managers. Further,
Mutual Discovery’s eclectic portfolio, including both domestic
and international equities, and both large and small caps (while
sometimes an advantage) made it difficult to have this fund occu-
py a “pure” asset allocation position in client accounts.
Ultimately, we found other opportunities to be more promising.
We sold Mutual Discovery from all accounts in early February.

Our elimination of Mutual Discovery and the December 31 clos-
ing of Barr Rosenberg US Small Cap gave us occasion to select
two new small cap value managers: Longleaf Partners Small-Cap
(see our last Commentary) and Oakmark Small Cap. Oakmark
Funds, one of the premier value managers in the country, opened
its small cap fund in 1995 and promptly closed it to new investors
after attracting over $1 billion in capital. After two years in
which it trounced its peers, value investing (famously) fell out of
favor in 1998, and many of Oakmark Small Cap’s investors fled,
leading to poor relative performance in 1998. Having learned
from the experience, Oakmark reopened but now imposes strin-
gent exit requirements on new investors. We are confident that,
given its proven management, this fund is a worthy addition to
our clients’ accounts.

INTERNATIONAL MARKETS

We have found that many clients mentally commingle invest-
ments in developed overseas markets, such as Western Europe
and Japan, with investments in emerging markets, such as Latin
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