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               lthough it's fun to see who's hot and who's not among mutual fund

               managers each quarter, the real value of the performance figures lies in the

               stock market intelligence they provide. A look behind the numbers can help

          reveal the overall market's strength or weakness. Closer scrutiny can help gauge

          the current mood and vulnerabilities of investors. 

          The snapshot of the first-quarter data of 1999 is no exception. It shows stock-fund

          investors making increasingly risky bets on a small group of companies. Having

          virtually given up on managers who pick stocks based on earnings growth or a

          solid financial base, more and more investors have chosen simply to bet on the

          market. 

          More than three-quarters of the money going into mutual funds during the first

          months of 1999 has been funneled into funds that mirror the returns of

          large-capitalization stock indexes like the Standard & Poor's 500. Although

          investors have been increasing their allocations to index funds in recent years,

          those funds have never dominated the inflow figures as they do now. 

          Robert Adler, president of AMG Data Services, which tracks mutual fund flows,

          said the numbers showed a major change in investor sentiment this year. 

          "Investors who are performance-driven are going to the low-cost provider that

          mirrors the market rather than investing based on fundamentals," Adler said.

          "They are betting the market rather than the securities that underlie it." 

          As more investors make this bet, however, a decline in mutual fund inflows is

          raising warning flags about the market's immediate future. According to Adler, the

          total money going into equity funds so far this year is down 64 percent from the

          comparable period of 1998. The money pouring into stock mutual funds in recent

          years has given great support to stocks; if the spigot goes dry, share prices will

          fall. 

          AMG statistics show that $16.2 billion went into stock funds through March 25,

          the most recent figures available, down from $45.3 billion in the 1998 period. The

          bulk of the new money -- $13.3 billion, or 82 percent -- went into large-capitalization

          stock index funds. That was almost double the $7.1 billion that went into these

          funds during the comparable period last year. 

          Most of this money appears to be contributions to 401(k) retirement plans, but

          some of it may well be cash that investors are removing from underperforming

          funds in other sectors. For example, small-company stock funds and international

          funds both showed net redemptions in the first months of 1999, according to

          AMG. 

          Another revelation in the first-quarter performance numbers is how far the

          top-performing mutual funds have strayed from their origins. Stock mutual funds

          used to be a way for individuals to diversify stock holdings, reduce risks and keep

          transaction costs low. But if the winners in the first-quarter performance

          sweepstakes are any guide, those days are over. 

          Diversification? What a quaint idea! According to their latest Securities &

          Exchange Commission filings as tracked by the Chicago financial publisher

          Morningstar Inc., many of the winners' top holdings include the same favored

          stocks: America Online, Microsoft, Dell Computer, Ascend Communications and

          others. 

          Reduced risks? With technology stocks making up one-third to one-half of these

          funds' holdings, their managers are making a very big bet on one sector. Low

          costs? Many of the funds have loads and higher-than-average portfolio turnovers

          and expense ratios. 

          Indeed, the message from the top funds in the first quarter is the antithesis of what

          used to be considered solid investment advice: Forget fundamental research, buy

          the same stocks everybody else is buying, chase yesterday's winners and ratchet

          up the risk. 

          And as more funds continue to underperform their benchmarks, it is almost

          predictable that managers who have been sticking to old methods will throw in the

          towel and start to parrot the winners' portfolios, too. 

          For a while, this is likely to push some highflying stocks to even loftier levels. But

          even the most favored stock cannot go up forever. Consider the recent action in

          Dell Computer. After two disappointing quarters, it is down almost 25 percent from

          its high for the year. 

          The top three equity funds during the quarter all belong to the Van Wagoner

          group. Van Wagoner's Emerging Growth fund jumped 55.84 percent in the quarter,

          followed by its Micro-Cap fund, which returned 33.36 percent. Van Wagoner's

          Mid-Cap fund rose 32.10 percent. 

          There is a sameness about Emerging Growth and Mid-Cap: the top 20 holdings in

          each fund included eight of the same companies at the end of the year. And calling

          the third fund a micro-cap portfolio is something of a misnomer: its top two

          holdings as of year-end, Exodus Communications and Telebanc Financial, have

          market values of $2.7 billion and $1 billion, respectively. 

          Van Wagoner's ascendancy follows two years of woeful returns. In 1997, the

          Emerging Growth and Micro-Cap funds both lost 20 percent and the Mid-Cap fund

          fell 13.88 percent. Last year, all three made money for shareholders, but

          underperformed the market. 

          As has been the case for years, many more fund managers lagged behind the

          market than beat it in the quarter. While the S&P 500 rose 4.65 percent, the roughly

          2,500 U.S. diversified stock funds returned 1.26 percent, on average. The biggest

          losers among equity funds were those investing in small-company stocks. 

          The underperformance is not simply a result of management decisions. It reflects

          the current bifurcated state of the market, in which large-cap stocks wildly

          outperform the shares of smaller companies. Indeed, more than three-quarters of

          domestic stocks lagged behind the year-to-date return of the S&P 500 by 15

          percent or more. 

          The biggest loser in the quarter was Profunds Ultra Short OTC, a portfolio that

          bets against performance of stocks in the Nasdaq 100 Composite. Many of these

          stocks are investor favorites that rose substantially during the period, creating at

          loss of 29.91 percent in the fund. 

          Among sector funds, the laggards included some portfolios invested in precious

          metals, real estate and utility stocks. The latter two groups were hurt by rising

          interest rates as the yield on the 30-year Treasury bond climbed to 5.62 percent at

          the end of the quarter, from 5.1 percent at the start of the year. 

          The winners among equity funds, meanwhile, show the market's current bias

          toward any stock with a huge market capitalization, a household name and

          anything to do with technology. Many top holdings of those funds look virtually

          the same -- a handful of stocks that, more than ever, are holding up the entire

          market. Names like MCI Worldcom, Amazon.com and Cisco Systems tend to

          dominate the portfolios, showing their managers to be not so much stock-pickers

          as fad finders. 

          This kind of similarity does nothing for investors seeking diversification. "If you

          buy funds based on which ones have the best performance in the most recent

          quarter," said Amy Arnott, editor of Morningstar Mutual Funds, "you're going to

          end up with a lot of overlap with individual stocks and sectors." 

          And with more of their eggs in the same basket, their risks rise. As long as the

          stocks go up, the investor will be fine. But when they start to turn, there may be

          little else left in the portfolio to cushion the fall. 

          But the problems go deeper than a lack of diversification. There is also further

          evidence that fund investors have increased their risk levels in recent years. 

          According to Chase Securities Inc., mutual fund assets that are managed for

          growth -- including funds whose objectives are growth, aggressive growth, and

          growth and income -- accounted for nearly 60 percent of all fund assets at the end

          of 1998. In 1994, those categories made up 40.8 percent of the total. 

          Taking on more risk is the opposite of what investors should be doing as the

          market rises. As stock prices move ever higher -- the S&P 500 is now trading at 34

          times earnings, about twice the median level over time -- investors may want to

          take some of their chips off the table, not add to the pot. 

          "If these mutual fund investors are a proxy for a wider investor universe, we have

          a huge bet that is occurring in a market that is dependent on the continued

          performance of just a few securities." Adler of AMG said. 

          While the first-quarter performance of American stock funds largely continued

          past trends, there were some interesting reversals of recent patterns in funds that

          invest abroad. 

          The recovery of the Japanese stock market brought gains to investors there after

          years of losses. Among the top 20 international stock funds, fully half were those

          investing in Japan or the Pacific Rim. The Fidelity Japan Small Companies fund

          returned 41.85 percent in the quarter, edging out the Warburg Pincus Japan Small

          Company fund, which gained 35.81 percent. 

          And some emerging-markets funds came back to life in the quarter, benefiting from

          market turnarounds in India, South Korea and even Latin America. 

          Among bond funds, the performance story was all high-yield. Legg Mason's High

          Yield Portfolio rose 11.34 percent in the quarter. 

          Responding to the jump in bond yields during the quarter, American Century's

          bond portfolios with fixed maturities were the biggest losers. Many portfolios that

          invested in foreign bonds were hard hit as well, because of a strong dollar and

          weak foreign economies. 

