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As we had expected would occur before long, the second quarter
saw a softening of the large cap growth stock momentum and a
substantial deflation of the notorious Internet stock bubble.
Many of those stocks have dropped more than 40% in value since
the end of the first quarter, but are still up substantially since the
start of the year. So, while valuations are not nearly so extreme as
three months ago, we are still skeptical of the near-term opportu-
nities these stocks generally present. We are, however, encour-
aged by the reduced retail market mania and media attention
associated with these stocks. Not only have investors and market
commentators rediscovered a broader and more well-tested field
of investment opportunities, the reduced ardor for this sector as a
whole may make it easier for the eventual winners among these
stocks to emerge.

Along the way, those winners will probably produce gigantic
returns; but we believe that this is a very long-term proposition,
in which the formulae for durable business success have not yet
gelled. Consequently, the very broad exposure our clients are
achieving through index and diversified large and small cap stock
funds is probably the most appropriate means of participating in
the growth opportunity this new technology presents. 

Meanwhile, the second quarter brought very strong performance
in three categories that have had more than their share of disap-
pointments lately. Small capitalization domestic stocks far out-
paced large caps; and value-oriented investment styles–large as
well as small–delivered big returns. Emerging markets were the
biggest winners of all, for the third quarter in a row. We are, of
course, delighted to see these rewards for the patience clients have
shown. We were expecting these kinds of results, but it is far too
early to be confident that the tide has turned. One quarter, good
or bad, does not an entire investment era make. Still, we remain
very optimistic that commitments to these asset categories will
perform well over time, even if these very good results don’t con-
tinue into the third quarter.

A STRONG SECOND HALF?

We make no claim to being able to see into the future, but some
degree of forecasting is essential in developing and implementing
financial and investment plans. The forecast for the near term

appears quite fair. Consumer spending and corporate earnings
continue to be strong and, as we discuss below, reasonable
prospects for interest rates domestically and for the recovery of the
Japanese market also point to solid equity results for client 
portfolios. Consequently, Sandi Bragar, the newest member of our
planning staff, makes her debut in Investment Commentary with 
a reminder that it’s time now, before the end of this year, to 
consider funding any sizeable charitable gifts with some of the
robust market gains of recent years.

Tim Kochis, Editor

A QUARTER POINT IN TIME

SAVES . . . ?
The euphoria that played out in the stock market on June 30th
and the first days of July was hard to miss as the S&P 500 and
NASDAQ reached new highs and the 30-year long bond fell
below 6%. Even though the Federal Open Market Committee
raised interest rates, the markets cheered the smaller than feared
rate change, but mostly cheered the Fed’s repositioning to a neu-
tral bias from the tightening posture it articulated in mid-May.

RETRENCHMENTS AND REBOUNDS

Volume VI, Number 2     July, 1999

Published Quarterly by: Kochis Fitz
E-Mail: KF@KochisFitz.com

www.KochisFitz.com

Sandra L.Bragar (415) 394-7749
Linda J. Fitz (415) 394-6667

Michael P. Fitzhugh (415) 394-5286
Kacy Gott (415) 394-6632

Gregory R. Schick (415) 392-7618
Thomas G. Tracy (415) 394-6671

Jane M. H. Zaloudek (415) 394-5284

Tim Kochis, Editor (415) 394-6668



Although the Fed did not close the door to future rate increases,
Alan Greenspan has indicated that modest pre-emptive actions
like the one just past may obviate the need for more drastic action
down the road. The last time the Fed delayed raising interest rates
was in 1994, when it became necessary to implement seven rate
hikes totaling 3%. Those dramatic increases ground the stock
market’s then advance to a halt and sharply reduce bond values,
producing the worst year ever for intermediate term bonds. That
appears to be a path that Greenspan and his colleagues hope to
avoid retracing.

Instead, the Federal Reserve is attempting to navigate continued
economic growth in a low inflationary environment, an environ-
ment that has been greatly altered by increased productivity due
to the widespread use of computers and other advanced technol-
ogy. That has made it possible to reduce unemployment rates well
below 5% (long considered the inflationary trigger point) with-
out, so far at least, rekindling any significant inflation due to wage
pressures.

Weak overseas economies have also contributed to our benign
inflation picture. As those economies recover, and if Americans
continue their spending spree, the stage could be set for increases
in price levels that demand further action from the Fed. Still, we
doubt that rate increases would be many or large. Emerging mar-
kets are still very fragile and the Fed would be reluctant to apply
the interest brakes too hard, quelling the opportunity for contin-
ued recovery. (Happily for those markets, with most currency
exchange rates now floating, the impact of higher US interest
rates would be much less damaging than before the initial crisis
began.)

ITS NOT JUST THE FED

Furthermore, the domestic economy, as a whole, is in a net sav-
ings mode due to major government surplus positions. Looming
budget surpluses at both state and federal levels will put strong
downward pressure on long-term interest rates. The political cli-
mate will not permit all of that surplus to be spent on new pro-
grams, nor to have all of it be returned to taxpayers through tax
cuts. Whether by design or by policy deadlock, then, much of it
will go to retiring existing governmental debt. It will be difficult
for the monetary authorities to engineer a steep rise in short-term
rates if market forces are driving down long-term rates.

–Jane M.H. Zaloudek

OVERSEAS MARKETS

Last fall, many pundits argued that spending in the US on goods
imported from Asia was essential to economic recovery there and,
consequently, must increase. It appears that the American public,
armed with a fistful of credit cards, rose to the challenge and did
their part for world economic recovery.

The Asian markets were the hot pick in the second quarter of
1999, led by Indonesia, South Korea, and Thailand. In US dollar
terms, these markets rose 105.5%, 57.2% and 47.1% respectively,

as companies kept up a steady stream of exports and mostly local
investors gained confidence in reform measures that appear to be
underway. That’s not to suggest that deeply ingrained structures of
crony capitalism have been eradicated and other shortcomings
have been completely resolved, just that the steps that have been
taken are in the right direction. Overseas investors are just start-
ing to take notice.

In many of the emerging markets, the second quarter returns 
in US dollars have been helped by the strengthening of their cur-
rencies relative to the dollar, with lower returns in local curren-
cies in the six top countries. We have stated in past Commentaries
that the case for emerging markets is supported both by expecta-
tions of more rapid growth (than that of developed economies)
and the expectation that the accelerated growth would result in
strengthening currencies against the dollar. In the second quarter,
investors in emerging markets were rewarded handsomely by both
factors. However, currency returns at this pace should not be
expected to continue. They reflect the rebound from the earlier,
excessive currency decline. Now that these currencies are de-
linked from the dollar, those excesses will be hard to repeat.

OPPORTUNITY STILL EXISTS

Nevertheless, the opportunity, in our view, is not over yet.
Despite recent enormous percentage gains, most Asian markets
have only reached one third to one half of their previous highs
from two years ago, before the currency crisis began. If these mar-
kets return to those highs, they will have gained from 100% to
200% from where they are today. Of course, there’s no guarantee
that they will return to previous highs any time soon, or that
there won’t be any dips again before they reach the former peaks,
just that if they get there any time in the next three to four years,
it will have been a very rewarding journey.

Other overseas markets, including most of the developed coun-
tries performed well in their local currencies, but Japan’s returns
in US dollars were hurt by weakness in the yen. During the sec-
ond quarter the Japanese market gained 11% in yen, but only 8%
in terms of US dollars. Even with the reduction from currency
weakness, Japan’s returns outperformed the 6.7% return of the
S&P 500 index. The second quarter gains followed a strong first
quarter for a total return in dollars of 27% year-to-date. Most of
the rise seems to be fueled by speculation that Japan’s recession
has hit bottom and is set to recover. If there is no strong support-
ing evidence (e.g. increased consumer spending, continued bank
reform) in the near future, the Nikkei’s resurgence will most like-
ly stall. While hopeful, we aren’t yet convinced. Managers of our
core international funds are still “underweighted” in Japan.

EURO CONTINUES DESCENT

Meanwhile, the six months since the introduction of the euro
have been forgettable for proponents of the unified currency. As
we have said in the past several Commentaries, we believe that the
euro will bring positive long-term benefits to the economies of
the eleven member states. In the interim, the euro’s continued
weakness against the dollar has reduced the positive gains of the
member states’ stock markets. Three of the members, Finland,
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Germany, and France significantly outperformed the S&P 500 in
terms of their own currencies, but were just barely comparable to
the S&P 500 (up about 7%) in terms of US dollars. Spain, The
Netherlands, and Austria barely broke even in terms of US dol-
lars. The remaining member states had losses that were amplified
in US dollar terms.

PATIENCE PAYS (WE HOPE)

We continue to believe that the euro will eliminate many ineffi-
ciencies and will accelerate the integration of the European
economy, resulting in a stronger euro in the long run. Our enthu-
siasm for Europe was, we admit, early; but not, we believe, wrong.
Like so many other aspects of prudent investing, it will require
patience in order to reap the benefit.

–Kacy Gott

CHARITABLE DONATIONS–IT’S
NOT TOO EARLY

Charitable largesse does not have to be a year-end event, espe-
cially if you plan to give property rather than cash. December
donations are psychologically easy. After all, December 31st is the
deadline for making tax-deductible contributions for the current
year. In addition, the amount of charitable contributions taxpay-
ers are allowed to deduct on their tax returns is determined as a
percentage of the taxpayer’s Adjusted Gross Income (AGI),
which is more readily estimated at year-end. 

Long-term capital gain property (i.e. stocks, mutual funds or
other securities held longer than 12 months) is one of the most
tax efficient types of property to donate to charity. This is because
current tax law allows you to deduct contributions of long-term
capital property at fair market value (FMV) without first trigger-
ing capital gains tax on the sale of the property. This tax leverage
means that you can provide benefits to charity at much less cost
than by using cash . . . or contribute more at the same cost.

It’s also a great way to diversify a highly concentrated position.
Contributions of capital gain property are deductible at the value
on the date the asset is transferred to the charity. Therefore, wait-
ing until the very end of the year will not necessarily yield the
highest value or tax deduction. Of course, absent a crystal ball, it
is difficult to know when a security is trading “high”, but if you
closely follow a particular stock or mutual fund that you own, you
might have a feel for when the security is selling higher than nor-
mal (i.e. after a favorable earnings release). And, if we know your
charitable gift plans, we can be on the lookout for any such
opportunities. Very little maneuvering room is left in the last few
days of the year.

TAX STRATEGIES

There are other tax considerations to be aware of when deciding
to contribute assets to charity. For instance, contribution of short-
term gain property is generally a bad idea; no deduction is allowed

for the amount that would be short term gain. Further, contribu-
tions of even long-term capital property to public charities are
limited to 30% of a taxpayer’s AGI, (20% if to a private founda-
tion) while total deductible contributions for a given tax year are
limited to 50% of AGI. Unused deduction amounts carryover for
five years. 

Kochis Fitz can help you determine the most beneficial types and
amounts of property for you to donate. We can manage the
contribution process by coordinating the contribution with the
charitable organization of your choice, specifically identifying the
most appropriate assets in your portfolio to donate, and helping
the charity establish an account (if needed) to receive the asset.
We will also communicate all relevant transfer information to
your accountant for tax reporting purposes. 

As we do for several clients, we can assist you in making anony-
mous contributions, if you desire, by facilitating all aspects of the
transaction without divulging your identity.

Charitable giving can be very rewarding. By thinking about your
charitable intentions earlier in the year, you can better develop a
charitable gift strategy to maximize benefits, both for charitable
recipients and for yourself.

–Sandi Bragar

NEW PERFORMANCE BENCHMARKS

This quarter we are inaugurating a new set of comparative perfor-
mance benchmarks for your use in tracking the job we do as your
portfolio manager. For a more detailed discussion of the rationale
for benchmarking, and some of the structural issues associated
with certain indexes, see our Commentary, from the first quarter
of 1997 (accessible from our web site – www.KochisFitz.com – for
clients who have requested a password).

The essence of performance evaluation of the mutual fund and
other managers that we have selected is to compare their results
to an objective benchmark comprising assets that closely approx-
imate the investment style and security characteristics of the
manager’s portfolio. That permits a determination of whether and
by how much the manager is adding value to (or subtracting value
from) the results produced by that asset category generally.

But what makes for a good, objective benchmark? Listed below
are a few of the attributes we believe are important:

• Investable – If you can’t buy the benchmark or index, you can’t
directly achieve its result, so its practical value as a standard of
comparison is somewhat lessened. The best benchmark is one
you could select in lieu of any manager.

• Measurable – This is a straightforward criterion; to evaluate
performance you must be able to measure it. However, pure
indexes don’t include real-world transaction costs and manage-
ment fees, so ideally these costs should be deducted from the
index returns.
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• Specified in advance – The composition of the index (the
securities and their weights) and its likely turnover should be
known in advance. Active managers should know what they
are up against.

• Appropriate – This is a basic “apples-to-apples” idea. Great
strides have been made in this area over the last five years with
the creation of numerous size (large, mid, small) and style
(growth, value, blend) sub-indexes.

WHY WE’RE CHANGING… AND WHY NOW?

In the not too distant past, it was virtually impossible to find
indexes, particularly style sub-indexes, which met all the above
criteria. Consequently, the use of manager composites and peer
groups was quite prevalent. We have used them extensively since
such composites and peer groups can provide useful information,
especially when it is difficult to construct an index that fairly rep-
resents a particular segment of the market. However, manager
peer groups have some shortcomings as performance benchmarks.
Indeed, they fail to meet each of the above criteria except mea-
surability. Consider the usefulness of using the performance of a
median (half the results above, half the results below) for a style
group or asset class. Since it is impossible to determine in advance
which manager will perform at that median, it is impossible for
investors to choose to participate in that result and for other man-
agers to have a clue about their competition. Nor can one verify
that any manager’s performance was not the result of some serious
straying from the benchmark security universe.

For example, for years, the GAM International fund was includ-
ed in peer groups of international equity fund mangers even
though, much of the time, the manager was making significant
bets on long-term bonds. 

Over time, a peer group can suffer from survivor bias—the poor
performing managers drop off and their records vanish. The
upshot is a tendency to push up the historical median perfor-
mance figure of the survivors. Conversely, in a difficult market, if
many active managers make bad bets, the median may signifi-
cantly trail a benchmark index. 

Because of these and other problems, we have decided to dis-
continue using median manager figures and category averages in
our reports. Instead, we will use actual index mutual funds as our
benchmarks. Today, passively managed index funds are widely
available. The Vanguard Group has emerged as the leading
provider of low cost, style specific index funds to the retail
investor. Vanguard now has an index fund that provides exposure
to virtually every major equity asset class and investment style.
(The exception is international small cap, where we are using…
for now… a passively managed fund constructed by Dimensional
Fund Advisors.) Vanguard has created funds that track the well
known indexes for large and small stocks, large growth and large
value style orientations, small growth and small value style orien-
tations, the emerging markets, and equity REITs (real estate).
Thus they have created index exposures that are investable and
reflect real-world management fees and trading costs. Moreover,

these indexes and sub-indexes are generally well specified and
fairly represent their underlying market segment. Even the much-
maligned EAFE index has reemerged as a decent benchmark as
the influence of the Japan weighting has diminished over time.

In our view, actual index mutual funds are appropriate bench-
marks against which you can track the performance of the man-
agers we select on your behalf. Because the investment arenas for
most of the indexes are relatively inefficient, we are confident
that the managers we choose will beat these indexes over time,
through certainly not every quarter. 

Set out below are the new benchmarks. You will see their perfor-
mance results as the standard for comparison in your quarterly
performance reports:

Asset Class New Benchmark (Index Fund)

Large Cap Stock S&P 500 (Vanguard Index 500 Fund)

Large Cap Growth S&P 500/BARRA Growth (Vanguard
Growth Index Fund)

Large Cap Value S&P 500/BARRA Value (Vanguard
Value Index Fund)

Small Cap Blend Russell 2000 (Vanguard Small Cap
Index Fund)

Small Cap Growth S&P Small Cap 600/BARRA Growth
(Vanguard Small Cap Growth Index
Fund)

Small Cap Value S&P Small Cap 600/BARRA Value
(Vanguard Small Cap Value Index Fund)

Developed Overseas 

Large Cap MSCI EAFE (Vanguard Total
International Stock Index Fund)

Small Cap N/A (DFA International Small Stock
Fund)

Emerging Markets MSCI Select Emerging Markets Free
(Vanguard Emerging Markets Stock
Index Fund)

Domestic Real Estate Morgan Stanley REIT Index (Vanguard
Equity REIT Index Fund)

BENCHMARKS IN ACTION

To illustrate some straightforward uses of benchmarks, we’ve
selected four examples. These comparisons help us make deci-
sions about choosing, keeping, or firing a particular fund manag-
er. Fundamentally, we expect a fund to outperform its asset class
benchmark over time unless we set out to buy an index that
should merely mimic its benchmark. Finding funds which we
believe will outperform their benchmarks over time requires ana-
lyzing many variables including investment approach, perfor-
mance record, cost structure, and portfolio characteristics. This
research effort also helps us decide whether a particular fund
manager’s recent underperformance of its benchmark reflects a
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temporary slump or is indicative of a longer term problem.

Our selection of Ivy International serves as an example. Manager
Hakan Castegren had beaten his benchmark (EAFE – Europe,
Australasia and Far East) by 466 basis points (4.66%) annually
between the fund’s 1986 inception and late 1994 when we began
buying it — after he closed his flagship Harbor International
fund (owned by many of our longer tenured clients). Graph 1
shows what happened after we started purchasing; for a short time
– the end of 1994 and early 1995 – the fund slightly trailed the
benchmark, catching up in mid 1995. Then after spectacular
results in 1996, the fund began a journey that essentially paral-
leled the benchmark, but by the end of 1998 was disappointing
us. Recognizing Castegren’s great historical performance and dis-
ciplined investment approach, we decided to give him a year to
improve the performance.

So far, in 1999 he’s beating the benchmark by over 360 basis
points, rewarding our patience and regaining our confidence in
his skills. Unlike some overseas managers, Castegren’s style
involves deciding whether to buy specific companies, with little
regard to country weightings within EAFE. In the 1990’s Ivy has
benefited from his underweighting Japan compared to its share of
EAFE.

In the small cap growth asset class, Navellier Aggressive Growth
illustrates a winning fund’s volatility around its bogey. Here the
benchmark is the S&P Small Cap 600/BARRA Growth index.
Graph 2 shows the Navellier fund beating its benchmark by an

annualized 350 basis points (3.5%) between our entry in May of
1996 and the end of June 1999, notwithstanding the trailing per-
formance over much of that period. The big turnaround occurred
in late 1998, causing the Navellier fund to return about 3,000
basis points 30% more than the index in the year beginning June
1998. This kind of pop is typical of Navellier’s quantitative stock
picking style, which has produced benchmark-beating returns
over the long run for his mutual fund and partnership investors.

Graph 3 shows the Templeton Developing Markets fund against
its benchmark (MSCI Select Emerging Markets Free) since we
began investing in that fund in mid 1994. Even the skill of Mark
Mobius and the Templeton organization couldn’t produce posi-
tive results during the collapse of the emerging markets beginning
in the second half of 1997; still, Mobius’s annualized results are
more than 300 basis points better than the benchmark over the
full period.

Graph 4 reminds us that we have and will again sell positions in
funds that we believe have lost their way. Here, we can see that
Heartland Value began losing ground against its benchmark,
eventually trailing badly during 1997. By first quarter 1998 we
concluded that it was faltering because its mushrooming asset
base was making it unwieldy; the manager could no longer nim-
bly act in the small cap market. We sold all of our clients’ posi-
tions. Since then, Heartland Value has continued to underper-
form.
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HOLD OR FOLD?

These examples illustrate that benchmarks are difficult to match,
much less consistently exceed, over the long haul. By finding
skillful managers who maintain their investment discipline, our
fund choices are expected to do better than the benchmarks…
and have done so over time. However, since active managers will
underperform their benchmarks at times, we devote significant
energy to interpreting the underperformance, deciding whether
to hold, as in the case of Ivy International, or fold as we did with
Heartland Value.

–Linda Fitz and Thomas Tracy

FUND WATCH

While most funds were handily outperforming their benchmarks
this quarter, we did some “fine tuning” where appropriate, taking
advantage of opportunities for reducing expenses and improving
after-tax returns. We also reevaluated real estate investment
opportunities as a portfolio diversifier and selected a preferred real
estate fund for certain client accounts. 

DOMESTIC LARGE CAP

The domestic large cap allocation in client portfolios is roughly
equally weighted between two management styles – growth,
which pursues companies whose earnings are rapidly increasing
and thus have relatively high market valuations, and value,
which seeks companies that are undervalued relative to the mar-
ket. While research illustrates that over time these two styles
exhibit similar pre-tax returns, value is clearly less “tax efficient”
than growth. This stems from the fact that many value stocks are
companies that pay relatively high dividends. Furthermore, while
growth managers frequently sell stocks that underperform, there-
by offsetting their gains with tax losses, value managers’ quarry
often become more appealing as the stock price falls, prompting
the managers to sell stocks that get too expensive without selling
offsetting losses.

Recognizing this issue, Dimensional Fund Advisors, the manager
of DFA mutual funds, recently introduced several “tax sensitive”
funds that employ strategies to mitigate the effect of taxes in
value-oriented funds. These strategies minimize distributions by
matching gains with losses where possible and by trying to avoid
heavy reliance on dividend-paying stocks. The managers also
minimize short term trading, so when distributions occur, they are
generally long-term capital gains. We believe these approaches
make sense, so late last year, we introduced DFA Tax-Managed
5-10 as a tax-conscious component of many clients’ small cap
value allocation. Recently, we have begun to also employ DFA
Tax-Managed Marketwide Value, which, like DFA Large
Company Value, focuses on large companies whose market value
appears low. Many clients have significant gains in their existing
DFA Large Company Value position and we will not realize those
gains in taxable accounts. However, for new purchases directed to

large cap value in taxable accounts, we expect to use DFA Tax-
Managed Marketwide. In tax-deferred accounts, we will continue
to use DFA Large Company Value.

Berkshire Hathaway, the holding company led by value maven
Warren Buffet, experienced a tough quarter, falling nearly five
percent. Two of Berkshire’s largest holdings suffered significant
losses – Coca-Cola, because of the European contamination
scare, and Gillette, which this quarter again warned of lower
earnings. Earnings at Berkshire’s core insurance company hold-
ings, GEICO and General Re, have declined recently due to
increased competition and underwriting losses. Despite these
recent woes, Berkshire’s strategy of buying large, very long-term
stakes in well-managed companies that dominate their niche has
proven its worth over Mr. Buffet’s more than three decades of
experience, and we believe it will pay to wait out an occasional
weak quarter.

Despite Berkshire’s disappointing quarter, value stocks as a whole
rebounded smartly after last year’s sell-off. Spurred by renewed
vigor in the US and foreign economies, stocks of manufacturers,
commodities producers and other cyclical industries that benefit
from economic growth became attractive, especially at recent
market valuations. Conversely, higher interest rates slowed the
recent torrid stock performance of the growth companies that
dominate the S&P 500. We see this sector rotation as a healthy
sign… the market letting earnings “catch up” to recent market
leaders and the market valuations of recent laggards again com-
ing into line with fundamental valuations.

DEVELOPED MARKETS OVERSEAS

Earlier this year, we began employing “institutional class” shares
of Ivy International to take advantage of internal expenses sig-
nificantly lower than for the non-institutional shares. We con-
verted existing positions to institutional shares only where the
tax impact was negligible. Consequently, we did not do this trans-
fer in most taxable accounts. Due largely to advisors’ prodding,
Ivy recently gave shareholders a one-time opportunity to switch
their entire account balance, tax free, to the institutional class.
Where account balances warranted the $150 fee, this switch rep-
resents a sure-fire way to boost investors’ net return.

The general worldwide economic recovery lifted Harbor, Ivy
International and Janus Overseas to benchmark-beating perfor-
mances. BT International Equity fund, in contrast, has faltered
somewhat this year. Underexposure to both Japan and the UK
(among this year’s best performing markets), as well as weakness
in the new European currency resulted in an average second quar-
ter and flat year-to-date performance. Notwithstanding this
short-term disappointment, we remain confident, but watchful,
regarding the fund’s management. Meanwhile, Acorn Inter-
national, while not quite matching the new benchmark we’ve
selected for it this quarter, produced very fine absolute results.
This reflects the general, worldwide resurgence of smaller cap
issues and confirms to us the wisdom of making small cap com-
mitments overseas as well as in the US.

Fund Watch continued on back panel



QUARTERLY RESULTS
The following table sets out the performance of the investment vehicles we’ve employed in client portfolios. Taking into account
the weights of fund holdings in typical client portfolios, results substantially exceeded the relevant benchmark performances.

3 Years
2nd Quarter 12 Months Annualized

1999 to 6/30/99 to 6/30/99
DOMESTIC LARGE CAP

Index Benchmark Index: S&P 500
Benchmark Fund: Vanguard Index 500 7.0% 22.9% 29.2%

◊ Schwab 500 7.0% 22.5% 28.5%
◊ Schwab 1000 6.7% 21.4% 27.5%

Value Style Benchmark Index: S&P 500/BARRA Value
Benchmark Fund: Vanguard Value Index Fund 10.8% 16.5% 23.9%*

Berkshire Hathaway -3.5% -12.1% 30.9%
◊ DFA Large Cap Value 12.4% 11.5% 22.4%
◊ DFA Tax Managed Marketwide Value 16.5% N/A N/A

Guardian Stock Fund (Annuity) 5.7% 13.3% 24.9%
Putnam Value Growth & Income (Annuity) 10.3% 16.8% N/A

Growth Style Benchmark Index: S&P 500/BARRA Growth
Benchmark Fund: Vanguard Growth Index Fund 3.8% 28.3% 33.7%

JanCap Growth (Annuity) -2.1% 47.3% 39.9%
Value Line Centurion (Annuity) 3.1% 20.7% 20.2%
DOMESTIC SMALL CAP

Growth Style Benchmark Index: S&P Small Cap 600/BARRA Growth
Benchmark Fund: Vanguard Small Cap Growth Index Fund 10.9% -0.5% 8.2% *

Brazos/JMIC Small Cap Growth 10.1% 6.0% N/A
Navellier Aggressive Growth 20.8% 28.4% 11.6%

Blend Benchmark Index: Russell 2000
Benchmark Fund: Vanguard Small Cap Index Fund 17.0% 2.8% 12.4%

Gabelli Capital Asset Fund (Annuity) 12.5% 10.5% 20.4%
Guardian Small Cap Stock (Annuity) 9.8% -13.7% N/A

Value Style Benchmark Index: S&P Small Cap 600/BARRA Value
Benchmark Fund: Vanguard Small Cap Value Index Fund 20.1% -2.8% 16.5% *

Barr Rosenberg US Small Cap [Closed] 14.8% -5.0% 13.6%
◊ DFA Tax Managed 5-10 Value 23.0% N/A N/A
◊ DFA US 6-10 Value 22.9% -1.9% 14.2%
◊ Longleaf Partners Small-Cap [Closed] 13.8% 9.6% 22.7%

Oakmark Small Cap 13.3% -11.1% 13.4%
T. Rowe Price Small Co. Value (Annuity) 22.5% 0.5% N/A

DEVELOPED OVERSEAS MARKETS
Large Cap Benchmark Index: MSCI EAFE

Benchmark Fund: Vanguard Total International Stock Fund 4.2% 9.5% 7.3%
BT International Equity 4.2% -2.8% 15.1%
Harbor International [Closed] 4.6% 6.2% 14.0%

◊ Ivy International I [Closed] 4.3% 5.7% 11.1%
◊ Janus Overseas [Closed] 6.3% 5.0% 18.0%

Baillie Gifford International (Annuity) 3.7% 4.1% 12.6%
Small Cap Benchmark Index: N/A

Benchmark Fund: DFA International Small Stock Fund 16.7% 11.0% N/A
Acorn International 15.5% 11.9% 11.6%

EMERGING MARKETS
Benchmark Index: MSCI Select Emerging Markets Free
Benchmark Fund: Vanguard Emerging Markets Index Fund 19.4% 29.8% -3.1%

◊ Pilgrim Emerging Countries 24.3% 13.5% 6.4%
◊ SSgA Emerging Markets 20.6% 27.1% 0.4%
◊ Templeton Developing Markets 25.6% 35.0% 2.2%

Baillie Gifford Emerging Markets (Annuity) 21.1% 14.4% -0.4%
Montgomery Emerging Markets (Annuity) 22.1% 9.3% -7.6%

KOCHIS GLOBAL DIVERSIFIED INVESTORS, L.P. Not Yet Available
◊ PREFERENTIAL ACCESS THROUGH KOCHIS FITZ
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EMERGING MARKETS

Led by markets in the Pacific Rim, the world’s emerging
economies continued their very strong rebound again this quar-
ter. Lower interest rates in those economies, renewed local
investor interest, and robust economic growth in developed mar-
kets worldwide account for the surge. Our clients’ three emerging
markets funds, Templeton Developing Markets, Pilgrim
Emerging Countries and SSgA Emerging Markets all advanced
over 20% on the quarter, and are up over 30% year-to-date.

REAL ESTATE

Long term investors are often concerned about not only their
portfolio’s return, but also the volatility of those returns.
Recognizing this, most investors elect to diversify their portfolios
to include a variety of asset classes that do not move in lock step
with each other. The result is smoother portfolio performance
over time.

Traditionally, one of the best means of diversifying an equity-ori-
ented portfolio has been real estate. It tends to have a low corre-
lation with the movements of the equity markets. The downside
of real estate, and real assets in general, as investments, is that
returns over time have been much lower than the return on
financial assets. By making too large a commitment to real estate
(or for that matter, other risk reducing tools such as fixed income

assets), you stand the risk of not achieving the desired rate of
return. Our asset allocation models project that committing
between one and eight percent of an otherwise globally diversi-
fied equity portfolio can moderately tame portfolio volatility and
still preserve the potential for long term growth.

Since this target component is small in any event and since many
of our clients already have very substantial direct real estate expo-
sure, many clients will appropriately forego adding further real
estate to their portfolios. Investors who are comfortable with the
daily swings of the equity markets will want to remain fully com-
mitted to equities’ greater long term growth prospects. 

For those who do want additional diversification, however, we
have recently selected the Columbia Real Estate Equity fund.
During its five-year history, Columbia has posted remarkably con-
sistent, benchmark-beating performance through both bull and
bear real estate markets. The manager, David Jellison, runs a rel-
atively concentrated portfolio. Recently, the fund had invest-
ments in only 35 real estate investment trusts (REITs), but still
managed to diversify across several real estate sectors to avoid
sharp movements in the fund’s return. Most importantly, the fund
keeps a tight focus on just REITs, leading to performance gener-
ally uncorrelated with broader markets, making it a potentially
powerful portfolio diversifier.

–Gregory R. Schick

FUND WATCH CONTINUED FROM PAGE 6


