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The third quarter of 1999 saw a great deal of volatility, with very
strong results in the early part of the quarter followed by substantial de-
clines toward the latter part. The net result was, overall, relatively
small declines measured over the whole three month span. We believe
that this generally weak performance can be explained by a combina-
tion of the market’s digestion of very large recent gains (see graph) and
concern about the direction the Federal Reserve may take with short-
term interest rates. Fears of yet a third increase in rates proved mis-
placed thus far; but the Fed announced a “tightening” bias which is
not really very much different. The depreciation of the dollar versus
the yen and euro along with market-driven increases in long-term
rates had already done the Fed’s immediate work. So, the party may
not be over after all, but the revelers are starting to sober up.

More Modest Expectations. For the quarter, the S&P 500 was down
over 6%, yielding a return for 1999 to-date of just over 3%. For the
first time in 5 years, the annual return for what many people identify
as “the market” seems likely to be only in a single digit… and perhaps
a not very large one. 

For some time, we’ve been skeptical of the ability of the large cap do-
mestic market to continue the pace of recent years and have antici-
pated that other asset classes were poised to do better. We may now be
at that point. For the quarter, small cap US stocks, while suffering their
own declines, still outperformed the large cap arena.

Global Diversification. Even more impressive, stock in developed
markets, in Europe, but especially in Japan, turned in positive returns.
Substantial capital flows have departed US markets and are being
redirected to opportunities overseas. This, we believe, has been a re-
sponse to both recognition of relative long term fundamentals and the
short term opportunity presented by currency exchange rates: an over-
ly valuable dollar/overly cheap yen and euro. We believe this global
realignment has a good deal more time to play out and that it will con-
tinue to reward clients’ commitments to overseas investments.

Tim Kochis, Editor

MANAGER SELECTION: 
WHAT FUNDS HAVE WE CHOSEN…
AND WHY?
In our view, selecting specific funds or managers to implement our
clients’ investment plans involves far more than just following the
recent superior performers or watching the rear-view of
Morningstar “star” rankings. As we’ve emphasized on many occa-
sions, we believe that the overall decision about allocation of in-
vestment funds among broad classes of assets is the most (among
several) important factors explaining portfolio performance.
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Consequently, we devote a great deal of attention to coaching
clients in making wise decisions about this overarching factor.
Subsidiary to that, but still very important, is our selection of spe-
cific investments, or funds, to flesh out clients’ decisions about the
fundamental asset class design.

The descriptions that follow discuss our current fund/manager
choices and why we have specifically selected them among the very
large number of possibilities. This selection results from our assess-
ment of objective factors such as cost, asset class discipline, and
risk/reward performance relative to peers. To illustrate this peer per-
formance characteristic, we show diagrams illustrating the relation-
ship of each fund’s past three year results (11 quarters in the case of
small cap growth) compared to the relevant asset class benchmark.
Funds to the “north” of that benchmark (greater returns) or to the
“west” (lesser risks) are superior candidates. We plan to devote more
extensive discussion to risk measures and their importance in future
editions of this Commentary.

Funds that are both north and west (higher returns and lesser risk
than the benchmark) are, of course, the great prize. We’re happy to
observe that seven of the funds we use are in this optimal quadrant
and all but three have either greater returns or lesser risk (if not
both) than the benchmark. 

But, even more important than this historical risk/return perspec-
tive is our subjective judgment that the selections will have high
probability of performance… in the future… that will meet or ex-
ceed the expectations of clients’ investment plans.

Portfolio Architecture. But first, a few words about how we set
out to build the portfolio structure that the client’s asset allocation
calls for. We’ll limit our remarks to the equity elements of the in-
vestment plan since that is where the chief opportunity for us to
enhance portfolio value comes into play. 

With many exceptions reflecting particular client circumstances
and constraints, the following diagram reflects the typical portfo-
lio architecture we employ at the present time for various equity
asset classes. A client’s comprehensive asset allocation, of course,
determines the relative weights given to each of these (and other,
non-equity) asset classes; however, within those weightings, we
generally apply the suballocations displayed. They reflect our cur-
rent best thinking about the relative contributions to overall port-
folio performance of the following key factors:

• Indexing or “Passive” Management: To capture market efficien-
cy at low cost, we tend to give indexing or passive management
strong weights in the large cap domestic market, but diminishing
as we move to less efficient smaller cap and overseas markets.

• Tax Efficiency: Most clients have both taxable and tax-exempt
or tax-deferred accounts. Consequently, we are free to select both
highly tax-efficient funds and those that are less so in order to op-
timize aggregate net returns.

• “Growth” vs. “Value”: As we have discussed on several past oc-
casions in these Commentaries, the data suggest that these two
“styles” tend to produce very similar results in the large cap arena

over the long term but with periods of substantial ascendancy of
one style over the other in the shorter term. In contrast, the value
style has historically far outperformed the growth style in small
caps over the long term… but not, of course, at all times along the
way. In both domestic cases, we have weighted our selections ac-
cordingly: about equally in large cap; about 3 to 1 in favor of
“value” in small cap. Overseas, we avoid an exclusive focus on ei-
ther growth or value because, there, these distinctions are less well
defined and there is very little data to support a preference.

• Manager Diversification: We select a sufficient number of funds
(managers) to minimize the risks of any one manager’s idiosyn-
crasy while achieving exposure to appropriate style orientations
and to a variety of active management tactics.

• Parsimony: We keep the total number of funds (managers) suf-
ficiently small so that each manager can be expected to make a
material contribution to overall performance. This also disciplines
our selection process so that we are focused on the few, best choic-

es we can identify among many thousands of candidates.

DOMESTIC LARGE CAP. The domestic large cap universe
comprises US companies with market capitalization (current stock
price times the number of outstanding shares) over $5 billion.
Many of these large US companies have been in business for years,
are very closely watched, very broadly held and have large daily
trading volumes. We use three funds to invest in this asset class.
Because the large cap market is, relatively, very efficient, we tend
to allocate 60% of clients’ large cap exposure to an index fund. At
this time the remaining 40% is split 10% to Berkshire Hathaway
and 30% to DFA US Large Cap Value (in tax-exempt accounts)
or DFA US Tax Managed Marketwide Value (in taxable ac-
counts).

BERKSHIRE HATHAWAY – A UNIQUE

INVESTMENT OPPORTUNITY

Investment Strategy and Process. Warren Buffett evokes from
most investors a level of respect (even awe) unsurpassed by virtu-
ally any other figure in the investment world. Under his leader-
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ship, the Berkshire Hathaway holding company has been a gi-
gantic wealth generating machine: $10,000 invested in 1965
would have grown to $51 million by the end of 1998 (versus only
$133,000 if invested in the S&P 500). Consistency has also been
extraordinary. Over the last 33 years, Berkshire has returned less
than the S&P 500 only four times (unfortunately, 1999 may be
the fifth).

Berkshire Hathaway is best described as a conglomerate of unre-
lated businesses (some investors view it as a large closed-end mu-
tual fund). However, unlike most conglomerates of the 1960s and
1970s, which generally failed to consistently deliver adequate re-
turns, Buffett has successfully designed and institutionalized a sys-
tem for generating shareholder value. The core of this system is
Buffett’s strict adherence to the simple philosophy learned from
his mentor, Benjamin Graham: buy good companies at reasonable
prices and hold on to them. This philosophy has led Buffett to in-
vest in companies that he understands and that he believes enjoy
sustainable competitive advantages. His investments either have
a blue chip brand name (Coca-Cola, Gillette, American
Express), dominant market share (See’s Candies, Executive Jet),
or a substantial cost advantage (GEICO). All potential Berkshire
investments must possess superior management that reflect an
“owners” culture and are focused on creating shareholder value.
Once he decides to make an investment, Buffett often amasses an
enormous stake, often acquiring the entire enterprise outright. He
then typically holds on to his investments for many years before
divesting. The large commitments reflect Berkshire’s size (small
investments don’t deliver enough “pop”) and Buffett’s enthusiasm
for making relatively big bets.

As a result of recent acquisitions, over three-quarters of
Berkshire’s revenues now derive from its wholly owned insurance
companies, including GEICO (property and casualty) and
General Re (reinsurance). Like all insurance operations, these
companies generate substantial “float,” cash that will eventually
be paid out as claims to policyholders, but which the company
can temporarily use (i.e., invest). Whereas regulators require most
stand-alone insurance companies to commit the majority of this
float to investment grade fixed income securities, Berkshire, by
virtue of its reputation and superior capitalization, is permitted to
invest this excess cash in equity investments, thereby using the
float as a source of very low cost leverage. The insurance acquisi-

tions in recent years have dramatically augmented Berkshire’s
float, providing Buffett with lots of ammunition to use for new in-
vestments.

Why We Like this Manager. Buffett’s record as a superior in-
vestor is undisputed, but what makes Berkshire Hathaway such a
compelling investment is the infusion throughout all of its un-
derlying companies of a culture that is strongly focused on gener-
ating long-term shareholder value. Berkshire generally only in-
vests in disciplined companies with durable competitive
advantages. Once acquired, the management typically has the
majority of their wealth tied up in the company (99% of Buffett’s
personal wealth is in Berkshire Hathaway) and all economic in-
centives are designed to focus employees solely on improving op-
erations. 

As a bonus, Berkshire Hathaway is also very tax efficient. All re-
turns to shareholders are taxed as capital gains (or losses) and
then only at sale. It pays no dividends and, unlike an actual mu-
tual fund, it is not required to distribute taxable gains to its share-
holders. Special tax treatments available to insurance companies
further advantage the internal returns.

Nevertheless, the past several months have not favored
Berkshire’s strong “value” orientation and some clients have loss-
es in recently purchased positions. We have recently sold certain
positions to generate tax losses with the expectation of repur-
chasing the holding after the required 30 day hiatus. We are con-
fident that Buffett’s own investment skill will be at work for quite
a few years to come and that the culture that he has fostered
among his successors at Berkshire will continue to generate supe-
rior shareholder value for the very long term. 

DFA US LARGE CAP VALUE AND DFA
US TAX MANAGED MARKETWIDE–
DOMESTIC LARGE CAP VALUE

Investment Strategy and Process. As its name implies, the DFA
US Large Cap Value fund (“DFA Large Value”) buys domestic
large cap stocks with value attributes. DFA defines value in terms
of high book-to-market value and uses a passive, even mechani-
cal approach to stock selection to provide exposure to market,
size, and value effects. 

The DFA US Tax Managed Marketwide Value (“DFA
Marketwide”), started in December 1998, is the tax-sensitive
sister to DFA Large Value. Similar to DFA Large Value, DFA
Marketwide invests in US large cap value stocks, but this fund
also employs strategies to mitigate the effect of taxes.

For an extensive discussion of these funds’ stock selection process and
Marketwide’s tax minimizing strategies, see the box on “DFA Funds.”

Why We Like these Funds. We think that the DFA Large Value
and DFA Marketwide are excellent complements to the currently
somewhat growth-tilted Schwab S&P 500. While this fund is one
of the few of our choices to fall south east of its benchmark, we
are confident that that reflects its rigorous value orientation dur-
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ing an era when value has been strongly out of favor. DFA Large
Value has a strong track record among its disciplined-value peers.
We are comfortable with DFA’s well thought out and empirically
tested passive approach to stock selection. The fund has low
expenses and has a long-term shareholder base, available only to
select institutional advisors. 

INSTITUTIONAL SELECT S&P 500
INDEX (SCHWAB 500) – INDEX

Investment Strategy and Process. The Schwab 500 is an index
fund that aims to duplicate the composition and performance of
the common stocks included in the Standard & Poor’s 500 Index.
The passive nature of an index fund results in very low manage-
ment fees, very low turnover, and very consistent performance
relative to the market. The version of the fund that we now pre-
fer is the Institutional Select S&P 500. 

Why We Like this Index Fund. It has the exceptionally low an-
nual expense ratio of only 15 basis points and it is only available
to clients of advisors who place at least $250,000 with the fund,
so it has very little “retail” exposure.

DOMESTIC SMALL CAP. This asset class comprises thou-
sands of companies with an average market capitalization of
only about $500 million. Small company stocks have historical-
ly delivered greater returns than large company stocks over most
long-term holding periods. Most market professionals and finan-
cial economists believe the small cap return premium represents
appropriate compensation for the greater risk of these securities.
We use as many as six different managers in the small cap area
to diversify managers and obtain the benefits of different
approaches and management styles: two small cap growth man-
agers and three (or four) small cap value managers.

BRAZOS/JMIC SMALL CAP GROWTH –
SMALLCAP GROWTH

Investment Strategy and Process. Brazos is a traditional small
company growth fund that stands out from its peers due to an un-
usually disciplined research process and the depth of its manage-
ment team. Led by John McStay, this team of seven co-managers
employs a research-intensive, fundamental approach to stock se-

lection that seeks out financially stable companies with capable
management and strong competitive positions. Through onsite
inspections, interviews with company management and cus-
tomers, and thorough financial statement analysis, the fund man-
agers identify the highest-quality firms, and buy only those that
they believe are capable of producing sustainable, long-term
growth.

The Brazos team’s deep experience is evidenced by the fact that
all but one of the senior managers were investment professionals
during the severe 1973–74 bear market. That experience and the
inherent volatility of the small cap asset class have resulted in a
keen focus on limiting portfolio volatility. The portfolio is well di-
versified, usually holding between 80 and 100 stocks, spread
across a variety of industries. In addition, the manager’s rigorous
research process helps them avoid stocks they feel are overvalued,
and they adhere to a strict sell-discipline once a stock has reached
its target price. 

Why We Like this Fund. Launched in late 1996, this fund’s short
history obscures the depth and vast experience of its management
team and the outstanding performance record they have com-
piled. The senior managers have worked together for over 20
years, and until recently managed only separate accounts. We es-
pecially like that throughout most of their careers, the managers’
primary focus has been on smaller companies. We think this in-
tense focus on the small cap universe gives Brazos an important
edge. They’ve been fishing in these waters for a long time.
Amazingly, no one has ever left the team, a strong indication that
they work well together.

The quality and continuity of Brazos’ management, and the thor-
oughness of their research, has led to returns far exceeding their
peers’. Between January 1987 and January 1998, the team’s small
cap accounts produced an average return of 23%, beating the
Russell 2000 index of small companies by over 10%. While this
level of outperformance is probably unsustainable over the long
haul, we expect the Brazos/JMIC team to continue to leverage
their experience and deliver returns that lead the small cap
growth category.

NAVELLIER AGGRESSIVE GROWTH –
SMALL CAP GROWTH

Investment Strategy and Process. In contrast to the fundamen-
tal, bottom-up approach used by Brazos’ managers, Alan Alpers
runs Navellier Aggressive Growth “by the numbers.” Like other
funds in the Navellier family, Aggressive Growth employs a
three-step quantitative model to select stocks for its portfolio, fo-
cusing less attention on traditional fundamental factors such as
company management, competitive position, or stock price.
Alpers starts by screening his database of over 7,000 stocks to
identify those securities with returns in excess of what would be
predicted by Modern Portfolio Theory. After narrowing the field
to approximately 700 high-performing stocks, the second step
ranks the stocks based on numerous proprietary fundamental fac-
tors that Alpers thinks help explain their outperformance. He
looks at quantitative factors such as earnings growth and mo-
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mentum, analyst earnings estimates, and sales growth, ultimately
narrowing the candidate list to about 70 companies.

The Aggressive Growth portfolio differs from other Navellier
funds in that Alpers considers only the two top fundamental fac-
tors (out of about 36) in the model’s second stage, which makes
the fund the most aggressive Navellier offering. Also, unlike most
aggressive growth fund managers (including his Navellier col-
leagues), Alpers does not consider individual stocks’ volatility
when building the portfolio. Further, he runs an unusually con-
centrated portfolio, typically holding only between 25 and 50
stocks spread among just a few industries. The result of all this is
an “all-cap” portfolio with high short-term volatility about as ag-
gressive as most investors can tolerate.

The small number of stocks can lead to periods of significant un-
derperformance, but Alpers’ dynamic trading strategy enables him
to quickly cut his losses and move the portfolio into stocks ex-
hibiting more upside potential. For example, in 1998 his positions
in the financial, real estate and utility sectors led to poor perfor-
mance relative to his peers through the third quarter. However,
Navellier is continually updating their models to discover which
of the numerous predictive variables they track is currently work-
ing best. This led Alpers to quickly adjust the portfolio, shifting
into more traditional growth sectors such as technology and phar-
maceuticals. These moves led to a 28% fourth quarter return that
vaulted the fund to near the top of its category for the year. Over
the last 12 months, Navellier Aggressive Growth is up about
58%.

Why We Like this Fund. Louis Navellier, Alan Alpers and their
associates have successfully practiced and refined their quantita-
tive strategies for years, first as separate account managers, and
more recently as mutual fund and hedge fund managers. Navellier
has also produced a newsletter, the MPT Review that is one of the
most successful publications tracked by The Hulbert Financial
Digest. Navellier’s unique brand of aggressive, quantitative in-
vesting sets them apart from most other growth managers, as does
their record of superior long-term performance. Notwithstanding
the sometimes dramatic, but we believe temporary, periods of un-
derperformance associated with Navellier’s style, we think
Navellier Aggressive Growth is a potent long-term wealth cre-
ator.

BARR ROSENBERG US SMALL CAP –
DOMESTIC SMALL CAP VALUE

Investment Strategy and Process. Barr Rosenberg US Small Cap
is a quantitatively managed fund with a bias toward small value
stocks that seeks to consistently outperform the Russell 2000
index. Barr Rosenberg, the lead manager of the fund, is an acad-
emic superstar who has developed very sophisticated, state-of-
the-art models that attempt to exploit pricing inefficiencies in
small cap stocks.

Rosenberg aggregates three valuation models to construct a port-
folio with superior risk and return characteristics. The perfor-
mance results of this approach have been very impressive. Over

the last five years, Barr Rosenberg US Small Cap’s returns have
been in the top decile for all small cap value managers. Moreover,
the fund’s broad diversification (the portfolio holds between 600-
800 individual stocks) has limited downside volatility relative to
its benchmark. 

Why We Like this Fund. We have great respect for the strength
of Rosenberg’s quantitative models and the thoroughness of its
overall investment process. The long track record gives us confi-
dence that Rosenberg’s approach works and can produce superior
returns. Rosenberg is also very mindful of managing the asset base
to ensure that they can continue to effectively execute their strat-
egy. Unfortunately, a predictable consequence of that dedication
was that the fund was closed to all new investment in February
1998. While we have maintained our existing positions, we are
unable to make any new additions to this manager and conse-
quently have added Oakmark Small Cap to fulfill this “slot” for
new client commitments.

OAKMARK SMALL CAP – DOMESTIC

SMALL CAP VALUE

Investment Strategy and Process. Oakmark Small Cap is a clas-
sic value-oriented fund. Manager Steven Reid seeks out compa-
nies that are selling for significant discounts to their estimated
long-term market value based, primarily, on the relationship of
stock price to projected free cash flow. 

The investment process is primarily bottom-up with a strict value
discipline. Reid and his team of nine analysts will also consider
asset value plays, high book-to-price ratios, and trends in earn-
ings, but the estimation of the discount from the underlying “in-
trinsic” or long-term business value is the key criteria.

Oakmark Small Cap had a tough year in 1998 when the fund suf-
fered heavy redemptions during the equity market slump in the
third quarter. We were not investors in the fund at that time.
However, we had been following the fund and became more in-
terested in Oakmark Small Cap as a replacement/complement for
the Barr Rosenberg US Small Cap after we learned that the man-
agers were determined to severely restrict the flow of “hot money”
into the fund. We have always been impressed with the stock
picking skills of Reid and his team, but we were put off by the
rapid growth in the asset base that occurred when Oakmark Small
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Cap first opened in 1996. But after the trauma of 1998, Oakmark
became more selective about the types of large investors they
would allow in the fund. Recently, to further bolster that effort,
Oakmark Small Cap instituted a 2% redemption fee for investors
selling out of the fund within two months of their initial pur-
chase. This fee, which is used to reimburse existing shareholders
for the transaction costs associated with dealing with short-term
investors, is yet another sign that Oakmark wants a shareholder
base that shares the same long-term focus as the managers.

Why We Like this Fund. Our confidence in Oakmark Small Cap
and Steven Reid is, in part, a function of our overall confidence
in Harris Associates, the advisor to the Oakmark funds, and the
other members of the broader Oakmark team. Virtually all of the
Oakmark funds have delivered very strong returns relative to
their peers. Oakmark Small Cap is no exception; despite the tra-
vails of a tumultuous 1998, Oakmark Small Cap still produced
well above-average returns. Nevertheless, its past three year per-
formance is not as impressive as our other small cap value choic-
es. We expect that situation to improve.

DFA FUNDS

The Dimensional Funds Advisors (DFA) organization main-
tains a series of “passively managed” mutual funds that employ
deliberate and tightly focused strategies to construct portfolios
with systematic exposure to factors or characteristics that DFA
believes largely explain long-term excess equity returns.

In the case of small company stocks, DFA bases this belief, in
part, on a pioneering research report published by Eugene
Fama and Ken French in 1992. These two distinguished fi-
nance professors from the University of Chicago continue to
advise, consult, and work with DFA. They examined stock
market returns from 1964 to 1992 using sophisticated statisti-
cal techniques and concluded that exposure to the size (small
company) and high book-to-market value factors were key pre-
dictors of excess (greater than the market) stock returns. The
size effect is the better known of the two factors. The consen-
sus view of professional money managers and academics is that
investors require a higher expected return from small stocks to
compensate for their greater risk. On the other hand, acade-
mics have struggled, as they are want to do, to explain precise-
ly why the high book-to-market factor has generated excess re-
turns (many think it has to do with an overreaction to
perceived financial distress). Famous value investors like
Benjamin Graham and Warren Buffett, unphased by the acad-
emics’ unease, have operated on a more intuitive basis that
views the book value concept as a rough gauge (along with a
low price/earnings and/or price-to-cash flow ratio) of a firm
that may be selling below its “intrinsic value.”

DFA’s portfolios are formed in a systematic, if somewhat me-
chanical, manner. The 6-10 Value portfolio, for example, is
built by first dividing all of the stocks on the New York Stock
Exchange into 10 equal groups (deciles) of companies. Stocks
located in the 1st decile represent the largest 10% of companies
while those in the 10th decile represent the smallest 10% of
companies. Stocks on the American Stock Exchange and
NASDAQ are then put into the appropriate NYSE decile based
on their respective market caps. Next, the sub-group of stocks
comprising the augmented deciles 6 through 10 (based on the
smaller half of all NYSE stocks) is ranked by book-to-market
ratio, and stocks that fall in the top three deciles of that sub-
group are eligible for purchase. The DFA team then eliminates
certain problematic stocks (impending bankruptcy or other se-
vere financial difficulty) as well as recent IPOs, REITs, foreign

stocks (ADRs), and limited partnerships. As illustrated in the
graph below, stocks in the portfolio become eligible for sale
when they move out of prescribed buy ranges as measured by
size or book-to-market ratio. Otherwise very little trading oc-
curs, resulting in low portfolio turnover and much reduced
transaction costs. Moreover, there is no manager risk (since
there is no manager to retire, switch firms, or just lose his/her
touch).

In the case of large company stocks, the process is repeated, but
uses the largest half of the augmented deciles of New York
Stock Exchange stocks as the foundation. That sub-group is
then ranked to select the highest three deciles by book-to-mar-
ket.

The tax-sensitive versions of the large and small cap funds
(DFA Marketwide and DFA 5-10, repectively) broaden both
the size and book–to–market boundaries to permit stocks to be
held long enough to accommodate standard tax optimization
tactics:

• Deferring realization of short-term gains until they become
long-term gains.

• Harvesting capital losses to offset gains using objective deci-
sion rules to optimize the trade off between loss recognition
and trading costs.

• Selling highest cost shares first to manage the recognition of
gain.



DFA US 6-10 VALUE – DOMESTIC SMALL

CAP VALUE

Investment Strategy and Process. DFA US 6-10 Value is a pas-
sively managed portfolio of small company stocks with solid value
characteristics run by Dimensional Fund Advisors.

Why We Like this Fund. There is much historical performance
data supporting the idea that small cap value stocks are a high ex-
pected-return asset class. DFA adds value by providing consistent
and reliable exposure to the size and book-to-market effects. We
believe their passive value approach, low portfolio turnover, and
very low expenses make US 6-10 Value an ideal complement to
our stable of more active small cap managers even though this
fund falls (a little) short of the small cap value benchmark over
the past three years. 

DFA TAX MANAGED US 5-10 VALUE –
DOMESTIC SMALL CAP

Investment Strategy and Process. DFA employs the same in-
vestment strategy and process with Tax Managed 5-10 Value as it
does with DFA 6-10 Value, but loosens some of the buy/sell guide-
lines and uses other techniques to promote tax efficiency. DFA
slightly extends the universe of securities available for purchase in
this fund to deciles 5-10, and employs several management tech-
niques to achieve greater tax efficiency.

Why We Like this Fund. We like this fund for the same reasons
we like US 6-10 Value. We use US 5-10 Value in taxable ac-
counts to reliably produce higher after-tax returns for clients.
This is one of the few tax-managed exposures to small cap value
stocks available. As with the other DFA funds, this fund limits ac-
cess only to investment advisors on the premise that advisors are
not as likely to cause volatility through capricious, emotionally-
driven redemptions. “Hot money” is kept out of the fund.

LONGLEAF PARTNERS SMALL-CAP –
DOMESTIC SMALL CAP VALUE

Investment Strategy and Process. Longleaf Partners Small-Cap
is a classic deep-value oriented fund. The lead managers, Mason
Hawkins and Staley Cates, focus their stock selection efforts on
companies within the Russell 2000 universe. The managers seek
companies for purchase that are selling for at least a 40% discount
to what they estimate to be the firm’s long-term business or in-
trinsic value. The team employs conservative valuation tech-
niques (e.g., high discount rates) to help ensure an appropriate
margin of safety. The Longleaf team strongly favors shareholder-
oriented management that holds meaningful equity stakes in
their companies and that stands ready to buy back stock when the
price is right.

Longleaf’s team of seven managers is very experienced (most of
the managers have been in the business over twenty years) and
very disciplined. A consequence of that disciplined approach is
that the fund’s cash level can sometimes become relatively large

when the managers can’t find stocks that meet their exacting cri-
teria. Absolute value and performance are what interest the
Longleaf managers – not relative valuation. Another exceptional
aspect of Longleaf’s approach is concentration: the portfolio gen-
erally holds only 25 to 35 stocks. Such concentration, while ade-
quate to achieve proper diversification, can nonetheless lead to
periods of volatility and out-of-sync performance relative to more
broadly diversified peers. This was happily the case in 1998 when
Longleaf Small-Cap trounced virtually all its peers (due in part to
the fund’s cash hoard, which softened the impact of the market
drop in the 3rd quarter of last year). However, at other times, the
concentrated approach temporarily works against Longleaf.
Finally, unlike many other small cap value funds, the asset base is
being managed in the interest of existing shareholders. Longleaf
Small-Cap closed to the retail public in August 1997 and is now
available to new investors exclusively through institutional advi-
sors like Kochis Fitz.

Why We Like this Fund. We think the Longleaf team compris-
es some of the best bottom-up stock pickers around. We are con-
fident that exposure to Longleaf Small-Cap will do an especially
good job of delivering the rewards of this very attractive asset
class. We believe the team’s own commitment (they have invest-
ed substantial personal wealth in their funds), seasoned judgment,
owner-oriented philosophy, and disciplined stock selection add
up to a significant competitive advantage.

DEVELOPED OVERSEAS MARKETS: LARGE AND

SMALL CAP. Both of these asset classes represent stocks in
mature, developed markets such as Europe, Japan, and Australia.
Trading is similar to the US; that is, stocks are traded through
modern exchanges, and electronic and OTC markets. The differ-
ence between large cap and small cap, as in the domestic US
market, lies in the size of the company’s market capitalization.
International large cap funds tend to hold only major overseas
companies, whereas an international small cap mutual fund gen-
erally purchases the smaller companies. Given the vast size of the
overseas stock universe, and its relative inefficiency, good active
managers with the charter to pick countries as well as companies
can be expected to outperform indexes. This makes manager
selection a crucial aspect of investing globally. 

We generally weight clients’ exposure to developed markets over-
seas 80% to large cap holdings and 20% to small cap. We use three
equally-weighted international large cap managers and one man-
ager to access the international small cap arena. None of these
managers are aggressive currency hedgers, consistent with our ex-
pectation that, over the long term, the exchange rate impacts are

likely to be either neutral or will favor overseas currencies.

BT INSTITUTIONAL INTERNATIONAL
EQUITY – INTERNATIONAL LARGE CAP

Investment Strategy and Process. BT International focuses on
large cap overseas companies. The managers, Michael Levy,
Robert Reiner and Julie Wang, employ a growth-at-a-price strat-
egy with a value tilt, emphasizing companies with above-average
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earnings growth and reasonable prices. When searching for com-
panies to add to the portfolio, the managers are particularly at-
tracted to companies where they see a catalyst that will fuel near-
term growth, such as a change in management, a new product
introduction, or expansion into new regions.

The team employs a number of models and screens to sift through
the large universe of overseas stocks and make top-down judge-
ments about the relative attractiveness of specific countries, fol-
lowed by bottom-up individual stock considerations. The man-
agers have great flexibility to deviate from the benchmark
country allocations of the EAFE index. For example, BT
International has underweighted Japan since its inception – a po-
sition that aided the fund until just recently.

To manage portfolio risk, the fund is broadly diversified through
extensive industry exposure and individual stock positions that
are limited to about 2% of the portfolio. The portfolio normally
includes 100 – 150 securities. Management is as disciplined in
selling as buying, setting an exit price for each stock reflecting
their belief in the underlying fundamentals.

Throughout its life, BT International has been overweighted in
Europe because the managers believe the restructuring and dereg-
ulation occurring there make European companies very attrac-
tive. This has not been unusual – the vast majority of successful
large cap overseas managers have focused heavily on Europe over
the last several years. However, this over-weighting has con-
tributed to BT’s underperformance so far in 1999. Europe, gener-
ally, has been a lackluster market this year and the euro’s problems
have exacerbated BT’s difficulties (the fund was unhedged during
the first quarter of 1999). During the second quarter of 1999, the
managers put on hedges in Europe and Japan (where they have
slowly increased allocation).

Why We Like this Fund. Despite somewhat disappointing per-
formance in 1999, we are impressed with the BT team’s disciplined
approach. They have refused to alter their strategy just because of
their recent difficulties. We are reasonably confident that their per-
formance will again compare favorably with their asset class peers
over the long term. We will of course closely monitor the fund to
determine if they have changed strategy, a development that would
affect our level of confidence. Our continued commitment to this
fund is based on the management team’s experience (cumulatively
more than over 40 years, 16 of which have been at BT), disciplined

technique, and the recognition that even excellent managers en-
counter a tough spell from time to time. Finally, BT recently es-
tablished a very low cost, limited access “institutional” version of
this fund. Where we could do so at little or no tax cost, we’ve trans-
ferred client positions to this attractive alternative.

IVY INTERNATIONAL / HARBOR
INTERNATIONAL – INTERNATIONAL LARGE

CAP

Investment Strategy and Process. Ivy International and Harbor
International are managed by Hakan Castegren, one of the pre-
eminent foreign stock mutual fund managers. His contrarian,
value-oriented approach employs a combination of top-down and
bottom-up analyses. Castegren begins his top-down search by
identifying the most attractive world economies and industries,
looking for strong growth prospects, low stock prices and political
stability. He then employs bottom-up security analysis as he
searches for companies with widening profit margins, reasonable
price earning multiples, and strong earnings potential. Castegren
is committed to purchasing companies that he can hold for three
to five years in order to reduce transaction costs. (However, he
will sell out of a position “early” once he thinks all the value is re-
flected in the price) The funds’ portfolio turnover rates are among
the lowest in their peer group and help explain Ivy’s and Harbor’s
high tax efficiency.

Castegren is extremely risk conscious, maintaining in each fund a
well-diversified portfolio that is typically spread across 18 – 20
countries with about 80 – 100 companies. Castegren is an inde-
pendent thinker and contrarian who is quite willing to deviate
substantially from the EAFE benchmark’s country and sector
weightings if the fundamentals merit doing so. He does not usu-
ally hedge currency exposure. With more than 30 years’ experi-
ence, this manager has developed an extensive network of con-
tacts worldwide that complement his deep understanding of the
countries and markets in which he invests. Castegren eschews
any notion of market timing and believes in keeping the fund
fully invested. In the best interest of shareholders, he has closed
both funds. Harbor International closed to the retail public in
1993 and Ivy in 1998.

Why We Like these Funds. We continue think that Castegren
is one of the finest among all international managers. His very
long track record is superior and he has rebounded well from a
tough year in 1998. We expect that his investment-style disci-
pline, experience, and global network of contacts will continue to
serve our clients well. Here, too, we have recently been able to
shift many of our clients’ positions to a lower cost, “institutional”
version of the Ivy International fund.

JANUS OVERSEAS – INTERNATIONAL

LARGE CAP

Investment Strategy and Process. Janus Overseas is a growth-
oriented, bottom-up stock fund. The co-managers, Helen Hayes
and Laurence Chang, build their portfolio one stock at a time,
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looking for individual companies that are selling at a discount to
their growth rate. Macroeconomic risks, which are notoriously
tricky to assess, play only a small role in the overall investment
strategy. On the margin, however, certain macro economic risks
may dampen their enthusiasm for a company, causing them to ei-
ther reconsider or limit the size of the otherwise attractive stock
candidate.

Currently, the fund’s largest regional position is in Europe (54%
of assets), followed by 14% in Japan. Hayes and Chang have sub-
stantial flexibility to depart from benchmark allocations. Their
searches sometimes result in meaningful allocations to emerging
markets, and sometimes, even to small positions in the US. If an
opportunity is compelling enough, they believe that their share-
holders should reap the rewards even if they deviate slightly from
the overall strategy.

Five analysts, focusing on specific foreign markets, support Hayes
and Chang. Along with other global industry specialists at the
overall Janus organization, this group collaborates to generate in-
vestment ideas and to research companies. All follow the disci-
plined approach to company valuation that is characteristic of
the Janus organization. The team often prepares their own earn-
ings estimates prior to visiting with management and consults
other outside sources to ensure an objective evaluation.

One result of this intense focus on valuations is that the fund’s
cash position can vary substantially over time. Hayes and her
team do not hesitate to sell if valuations rise to a level that they
believe fairly reflects a stock’s growth rate, nor do they feel com-
pelled to invest if they cannot find companies that fit their pro-
file. Another important aspect of Hayes’ and Chang’s investment
approach is a preference for companies where management’s com-
pensation is directly linked to earnings per share and profit mar-
gins. That compensation structure is often difficult to find over-
seas. 

Why We Like this Fund. Hayes’ and Chang’s disciplined,
growth-oriented approach has produced stellar results. Janus
Overseas has trounced the EAFE benchmark by more than 700
basis points annually over the last five years and has placed in the
upper quartile of its peer group in four out of the last five years.
We think Hayes’ and Chang’s valuation discipline, experience,
and personal commitment (they have much of their net worth in-
vested in this fund) should continue to give them a competitive
advantage. Hayes and Chang have also demonstrated a commit-
ment to managing asset growth so that it does not adversely im-
pact performance. They closed the fund to the retail public in
1998. Continued access was granted to existing and new clients
of institutional advisors like Kochis Fitz.

ACORN INTERNATIONAL – DEVELOPED

OVERSEAS SMALL CAP

Investment Strategy and Process. Similar to domestic small cap
stocks, we believe that small companies in developed overseas
markets will offer higher expected returns to compensate for their
higher risk. Given the relative lack of readily available, reliable

information on foreign small companies, it is very important to
choose a manager in this area with great experience and solid in-
vestment credentials. We think Acorn International fills the bill.
Launched in 1992, Acorn International invests in foreign com-
panies with market capitalizations under $1 billion and with high
long-term capital growth potential. 

Acorn International is co-managed by Leah Zell, a Harvard
University PhD who specializes in European securities, and
Margaret Forster, a Cornell University PhD who follows Latin
America and British Commonwealth countries. Ralph Wanger,
Zell’s husband, and the highly successful manager of the Acorn
Fund, helps develop investment ideas. Together with a team of
analysts (most of whom are foreign nationals or have lived over-
seas), the managers utilize a thematic, growth-at-a-price stock-
picking approach that seeks under-followed stocks with strong
management and robust earnings growth. First, the investment
process begins with long-term analysis and theme identification.
Next, the individual stock selection process is set in motion.
Here, the fund takes an “owners” approach, with the team spend-
ing a considerable amount of time visiting with companies in
order to speak directly with management, personnel, suppliers
and competitors. After a stock has been purchased, the team
closely monitors the company for changes in conditions, price
targets, and return performance. Occasionally, the fund will
hedge its foreign currency exposure.

Why We Like this Fund. We think that Acorn International of-
fers excellent exposure to an asset class with great long term po-
tential as the culture of equity preference extends overseas. This
fund should also reduce overall portfolio risk because it has lower
than average correlation to most other asset classes. Acorn
International has compiled an excellent record relative to its few
peers. Returns have consistently ranked in the top quartile.
Moreover, Acorn International is very tax efficient and has one
of the lowest expense ratios of the funds in its category.

EMERGING MARKETS. The emerging market universe is
potentially enormous – from Argentina to Zimbabwe. Countries
having relatively undeveloped economies with small, inefficient
stock markets, offering relatively few, generally large, investment
choices and limited liquidity present substantial opportunity for
the careful manager. These market characteristics contrast
sharply with those of the robust, liquid developed markets –
domestic and overseas – where managers find a huge smorgasbord
of large and small companies. 

We have selected mutual funds that diversify by buying compa-
nies in at least several developing countries, rather then focusing
on just one. In a diversified emerging markets fund, the manager’s
job is to identify those companies around the world that will
participate in often rapid economic growth as local economies
create… and local consumers consume… wealth. Despite the rel-
atively small emerging markets allocation chosen by most clients,
we’ve decided to use three funds to capture the benefit of three
different portfolio approaches. We have devoted a heavier
weighting to Templeton Developing Markets due to its size and
the manager’s depth of experience.
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PILGRIM EMERGING COUNTRIES –
EMERGING MARKETS

Investment Strategy and Process. Pilgrim’s momentum style re-
lies on finding companies with accelerating earnings. Its search
for these growth companies leads to stocks with relatively high
price multiples. This year’s focus has been in technology and
telecommunications, where they have found especially good can-
didates in India, Korea and Israel (Infosys Tech; Samsung
Electronics; Gilat Satellite Networks). Pilgrim’s stake in technol-
ogy has approached 30%, in contrast to tech’s single digit weight-
ing in our other emerging markets selections. As is typical of
emerging market funds, the portfolio includes core industries such
as financial services (Thai Farmers Bank; National Bank of
Greece) and staples (South African Brewery). The focus on hot
stocks means the team is quick to make changes whenever they
perceive that earnings growth is slowing; this leads to high
turnover of around 200%. With a policy of never hedging cur-
rency, Pilgrim Emerging Markets is susceptible to currency deval-
uations like we saw last year. The fund lost 26% in the third quar-
ter of 1998 alone, ending the year with a loss of “only” 22%, still
making it one of the best performing funds in its class that year.
Over time, however, we expect the no hedging policy to add
value. Its emphasis on growth stocks can temporarily backfire
when the cyclicals dominate as has happened in 1999.

Why We Like this Fund. Pilgrim is the premier emerging mar-
kets manager focusing on growth stocks. That emphasis, its high
trading volume, and its relatively small portfolio (about 100
stocks) make it counterpoint to the Templeton fund’s value ori-
ented, low turnover, very large portfolio. Its growth emphasis
helps diversify the array of emerging markets’ companies for our
clients, adding the spice of hot companies that the other two ap-
proaches shun. Still, the Pilgrim managers follow their companies
closely and they have demonstrated the ability to trade very
adeptly in these volatile markets.

SSGA EMERGING MARKETS – EMERGING

MARKETS

Investment Strategy and Process. In contrast to our two other
selections in emerging markets, the SSgA (State Street Global
Advisors) fund is quantitatively managed and is tied to an emerg-
ing markets index: the International Finance Corporation

Investable (IFCI).

The country allocation decision is at the heart of State Street’s
quantitative process. State Street believes top-down macroeco-
nomic factors significantly influence the prospects of emerging
markets companies. The team’s approach starts by ranking coun-
tries based on economic considerations. The most attractive
country would be relatively low priced with good earnings
prospects. The SSgA team can over- or underweight a country
within as much as a 15 percent band, relative to its percentage in
the index, based on liquidity, size, and diversification potential.
This process can reduce, but not eliminate, countries with high
IFCI weightings even when such a country seems so unattractive
that it “should” be deleted. Sometimes the team adjusts the
weightings to take into account political factors not seen by the
model, and, in rare instances, decides to hedge a currency. SSgA’s
quantitative approach means the team would rarely visit a com-
pany, but might visit a region.

Why We Like this Fund. The quantitative, index-based ap-
proach appeals to us as a structured, disciplined balance to the
other two, actively managed funds because SSgA’s team cannot
be swept away by emotion – they must relate to the country
weightings in the IFCI benchmark. Further, the quantitative ap-
proach helps the managers get their arms around the entirety of
the wide and diverse emerging market universe. Because of this
quantitative, team approach, we are not especially concerned
about the recent departure of team leader Joshua Feurman, al-
though we will monitor the situation. We are impressed that, de-
spite SSgA’s required proximity to an index, their performance
has been quite good relative to the emerging markets benchmark
we employ.

TEMPLETON DEVELOPING MARKETS
(ADVISOR CLASS) – EMERGING MARKETS

Investment Strategy and Process. The three managers for this
fund, Allan Lom, Tom Wu and Mark Mobius, have all been ana-
lyzing emerging markets at Templeton since 1987. They are stock
pickers who make long-term value-oriented bets. They find com-
panies that are undervalued relative to historical prices or to al-
ternative choices and purchase them when other investors are fo-
cused elsewhere. Their deep-value approach has translated to
long holds, resulting in a low turnover percentage, low transac-
tion costs, and high returns. Typical of emerging markets invest-
ing, the fund buys stock in these regions’ largest industries: banks
(including Akbank in Turkey; United Overseas Bank in
Singapore), telecommunications (including Telefonos de
Mexico, Telecomunicaciones Chile, CPT Telefonica Peru) and
utilities (including Korea Electric Power, Electrobras in Brazil,
Electricidad de Caracas) plus energy, consumer staples (including
South African Brewery) and technology. The value style (along
with a policy of never hedging currency) can cause temporary dis-
appointments. However, hallmarks of great value investing are
patience and the conviction that markets ultimately recognize
real investment value. Such has been the case this year when bets
in Asia, Brazil, and Turkey paid off handsomely.

Templeton Developing Markets continued on back panel
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QUARTERLY RESULTS: 3rd QUARTER 1999
3 Years

3rd Quarter 12 Months Annualized
1999 to 9/30/99 to 9/30/99

CLASSIC HEDGE

◊ Kochis Global Diversified Investors, L.P. -3.9% 17.1% 10.9%
DOMESTIC LARGE CAP

Index Benchmark Index: S&P 500
Benchmark Fund: Vanguard Index 500 -6.3% 27.8% 25.0%

◊ Schwab 500 -6.3% 27.4% 24.4%
◊ Schwab 1000 -6.6% 26.9% 23.3%

Value Style Benchmark Index: S&P 500/BARRA Value
Benchmark Fund: Vanguard Value Index Fund -9.2% 21.4% 18.9%

Berkshire Hathaway -20.2% -7.7% 19.6%
◊ DFA Large Cap Value -12.6% 17.6% 16.5%
◊ DFA Tax Managed Marketwide Value -12.0% N/A N/A

Guardian Stock Fund (Annuity) -4.0% 26.2% 21.7%
AST. Am Century Inc. & Growth (Annuity) -5.9% 24.4% N/A

Growth Style Benchmark Index: S&P 500/BARRA Growth
Benchmark Fund: Vanguard Growth Index Fund -3.5% 33.6% 30.6%

JanCap Growth (Annuity) -3.0% 51.3% 36.1%
Value Line Centurion (Annuity) -2.6% 38.2% 18.2%
DOMESTIC SMALL CAP

Growth Style Benchmark Index: S&P Small Cap 600/BARRA Growth
Benchmark Fund: Vanguard Small Cap Growth Index Fund -2.4% 21.4% 6.0%

Brazos/JMIC Small Cap Growth -3.2% 27.5% N/A
Navellier Aggressive Growth 1.9% 57.9% 13.3%

Blend Benchmark Index: Russell 2000
Benchmark Fund: Vanguard Small Cap Index Fund -6.1% 21.1% 9.9%

Gabelli Capital Asset Fund (Annuity) -3.8% 25.4% 19.5%
Guardian Small Cap Stock (Annuity) -3.3% 13.5% N/A

Value Style Benchmark Index: S&P Small Cap 600/BARRA Value
Benchmark Fund: Vanguard Small Cap Value Index Fund -7.4% 14.4% 12.5%

Barr Rosenberg US Small Cap [Closed] -3.0% 12.1% 11.7%
◊ DFA Tax Managed 5-10 Value -6.8% N/A N/A
◊ DFA US 6-10 Value -5.8% 19.0% 11.4%
◊ Longleaf Partners Small-Cap [Closed] -5.6% 19.6% 18.2%

Oakmark Small Cap -9.0% 10.6% 7.7%
T. Rowe Price Small Co. Value (Annuity) -8.3% 5.8% N/A

DEVELOPED OVERSEAS MARKETS
Large Cap Benchmark Index: MSCI EAFE

Benchmark Fund: Vanguard Total International Stock Fund 3.4% 32.6% 8.6%
◊ BT International Equity I 0.8% 18.0% 15.0%

Harbor International [Closed] 0.9% 28.7% 14.4%
◊ Ivy International I [Closed] 0.7% 26.1% 11.7%
◊ Janus Overseas [Closed] 4.5% 36.4% 19.1%

Baillie Gifford International (Annuity) 5.4% 29.0% 14.3%
Small Cap Benchmark Index: N/A

Benchmark Fund: DFA International Small Stock Fund 3.1% 36.1% -1.2%
Acorn International 8.3% 44.3% 15.1%

EMERGING MARKETS
Benchmark Index: MSCI Select Emerging Markets Free
Benchmark Fund: Vanguard Emerging Markets Index Fund -4.9% 50.0% -4.1%

◊ Pilgrim Emerging Countries -3.3% 48.3% 4.5%
◊ SSgA Emerging Markets -1.7% 57.6% 0.5%
◊ Templeton Developing Markets -12.1% 49.0% -2.0%

Baillie Gifford Emerging Markets (Annuity) -4.4% 41.9% -1.9%
Montgomery Emerging Markets (Annuity) -7.2% 32.3% 9.6%

◊ PREFERENTIAL ACCESS THROUGH KOCHIS FITZ



Why We Like this Fund. Its talented team has produced excel-
lent results using a value approach. Mark Mobius is considered by
many to be the dean of emerging market managers, with an out-
standing long term performance record. We are confident that
their experience, deep knowledge of these volatile markets, and
willingness to make contrarian investments will continue to serve

their shareholders well. Given its patient style, Templeton
Developing Markets’ large size (over $2.5 billion) works to its ad-
vantage: it can be broadly diversified among about 500 companies
in diverse markets and more easily handle redemptions. This
should be a lesser problem here than in other emerging markets
funds because of the advisor-influenced shareholder base.

Sandi Bragar, Linda Fitz, Michael Fitzhugh, Young Kim, 
Gregory Schick, Tom Tracy, and Jane Zaloudek all 

contributed extensively to these materials.

TEMPLETON DEVELOPING MARKETS
CONTINUED FROM PAGE 10
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