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Monthly Investment Commentary- July 2004
Stock Market Performance for July:  The stock market fell for the month--the S & P 500 lost 3.4%, the Nasdaq fell 7.9%, and the Russell 2000 dropped 6.9%.  REITs and bonds rose modestly and foreign stocks fell.    

Prior to a small recovery for the week ending July 30th, equities had fallen for six consecutive weeks, the longest negative streak since October of 2002.  The decline in the market is probably in response to less than expected second quarter earnings and slower economic growth.  Earnings have not been bad (this will be the fourth straight quarter of 20% plus earnings growth); it is just that expectations were very high.
On average, MAM portfolios fell 3.1% for July (after MAM fees).  MAM portfolios performed comparable to the S & P 500.  Hurting performance was that large cap stocks 
(i.e. the S & P 500) outperformed most other equity asset categories (e.g. the Russell 2000 underperformed the S & P 500 by 3.5%).  During the last year, large cap exposure was increased in MAM portfolios.  Nevertheless, large-caps would never make up 100% of portfolios.  During periods when large-cap stocks lead the market, diversified MAM portfolios could underperform the S & P 500 index.  Helping MAM performance for the month was the small rise in bond and REIT mutual funds.
The five best performing MAM mutual funds were Cohen & Steers REIT (rise of 1.4%), Loomis Sayles Bond (1.2%), Metropolitan West (0.5%), Pioneer High Yield (0.0%), and Oakmark Select (-0.1%).  The five worst performing MAM funds were Bjurman Micro 
Cap (-9.8%), TCW Galileo Select (-8.9%), William Blair Small Cap (-7.2%), Bogle Small Cap Growth (-6.0%), and Oakmark Global (-4.9%).  
Stock Market Performance for the Year-to-Date:  Excluding dividends, since January 1, 2004, the S & P 500 fell 0.9%, the Nasdaq declined 6.1%, and the Russell 2000 fell 1.1%.  Year-to-date, on average, MAM portfolios fell 0.7% (after MAM fees).  

Performance of the Economy:   On July 30th the Commerce Department reported that the U.S. economy grew at a 3.0% real annual rate, after growing 4.5% in the first quarter.  This was the slowest quarterly growth rate since the first quarter of 2003 and was below economists’ expectations of 3.6% growth. 
In the second quarter, consumer spending (which represents about two-thirds of gross domestic product) slowed to 1% annual growth, its slowest pace since the second quarter of 2001.  Spending had increased 4.1% in the first quarter.  
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Economists do not expect the recent weakness to continue in the second half of 2004.  Current expectations are for the U.S. economy to grow at a healthy rate of 3.5% in the third quarter.  Consumer spending has been the economy’s main engine in recent years.  Through recession and jobless recovery, households contributed more than their share of gross domestic product to total economic growth.  Then, quite suddenly last quarter, consumers posted one of their weakest performances in more than a year, accentuated by a sharp pullback in June.  

Currently, the consensus from economists is that consumer spending will speed up again in coming months.  Confidence is high.  Businesses are hiring.  Household income is growing.  Interest rates remain low, with mortgage rates actually down in recent weeks.  And the energy-led inflation surge in the first half will likely be transitory.  
In fact, as reported by the Conference Board on July 27th, consumer confidence in the U.S. rose for the fourth straight month in July to reach a two-year high, thanks to a stronger job market.  Some economists saw the consumer confidence data as support for the prediction last week by Federal Reserve Chairman Alan Greenspan that recent sluggishness in the economy was due to temporary factors and will be short-lived.

In addition, after slowing in the second quarter, business outlays for equipment are likely to speed up as companies take advantage of the depreciation allowances that are scheduled to expire at year-end.  Production, sales, and payrolls will also get a lift from businesses’ efforts to restock their current inadequate levels of inventories.  This rotation from a consumer-led recovery to growth that is fueled by an increasingly confident business sector is a classic business cycle pattern that should keep the economy growing at a healthy pace.
Stock Market Outlook:  Despite the weakness shown by the stock market during the last seven weeks, I remain cautiously optimistic for the next twelve months.  The strong growth in corporate earnings combined with a flat to declining stock market, has resulted in a market that may be a little undervalued.  I am confident that corporate earnings will continue to grow (albeit as a slower rate) along with a strong economy.
Portfolio Adjustments: Starting to Use An Exchange Traded Fund:  The most recent portfolio repositioning was done in May of 2004.  Since then, for some accounts with cash to invest, I have purchased “iShares Dow Jones Select Dividend Index” (symbol “DVY”).  When I next readjust portfolios (during the third or fourth quarter of 2004), I plan to purchase the fund in most accounts with assets over $75,000.

DVY is an “exchanged traded fund” that invests in 50 of the stock market’s highest dividend-yielding, non-REIT companies.  Stocks in the index also feature a positive dividend-per-share growth rate and an average dividend payout percentage rate less than or equal to 60% of earnings over the past five years.  DVY was introduced in November of 2003 and trades on the New York Stock Exchange.  The fund is passively managed to the index; the index’s components get reviewed and rebalanced annually.  
I like DVY for several reasons.  First, low cost.  The annual operating expense ratio is 0.40 percent, versus the average equity income fund expense ratio of 1.43%.  That’s a 1.0% annual advantage.  Second, dividend yield.  As of June 30, the yield on DVY was 3.8% compared with 1.6% for the Dow Jones U.S. Total Market index.  That’s another 2.2% annual advantage.  
Finally, I believe investors will reward companies that have a high, sustainable dividend yield.  Currently, dividends are favorably taxed like capital gains (i.e, at a maximum Federal rate of 15%).  Last year investors ignored this 2003 tax law change, as non-dividend stocks outperformed dividend stocks (while the S & P 500 rose 28%).  In this existing lower return environment, companies that sport a high, favorably tax yield should receive greater recognition from investors.
Since DVY is an exchanged traded fund, Schwab charges a commission for the purchase or sale of the fund.  In June of 2004, however, Schwab reduced its commissions for online trades from $30 to $19.95 (and further reduced it to $9.95 for households with assets over $1 million at Schwab).  
Bloomberg’s Top Wealth Managers:  I was pleased and surprised to receive a call recently from Bloomberg Wealth Manager Magazine.  As listed in the July/August 2004 issue of the magazine, McCarthy Asset Management was shown to be the 430th money manager in the U.S. (the top 500 are listed in the magazine).  The ranking is based on average size of clients’ managed assets.  
Please call or e-mail me if you have any questions or would like to discuss your portfolio(s).
Sincerely, 

Stephen P. McCarthy

