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Monthly Investment Commentary- November of 2003
Stock Market Performance for November:  For the second month in a row (and eighth month out of the last nine) the stock market showed improvement--the S & P 500 rose 0.7%, the Nasdaq climbed 1.4%, and the Russell 2000 rose 3.6%.  Foreign stocks, high-yield bonds, and REITs also did well.  Investment grade bonds fell modestly.  

MAM portfolios earned strong positive returns in November, generally beating the return of the S & P 500 by between 1.5 and 2%.  The three best performing MAM mutual funds were Bjurman Barry Micro Cap (up 5.6%), Bogle Small Cap Growth (5.0%), and Cohen & Steers REIT (4.6%).  The three worst performing MAM mutual funds were Marsico Focus 

(down 0.3%), TCW Galileo Select Equities (down 0.3%) and Oakmark International Small Cap (up 1.3%).         

Assuming an annual dividend yield of 1.6%, the S & P 500 has now risen 21.7% year-to-date.  I estimate that most MAM portfolios have outperformed the S & P 500 for the year-to-date by between 5% and 10%.

Economy Shows Strong Strength:  Most of the economic reports released during the month suggest that the economy is staging a strong turnaround.  In particular, recent reports on employment and business spending have been encouraging.  While most economists expect the economy to slow from the blistering pace of the third quarter of 2003 (last week the Commerce Department revised upwards its third-quarter real gross domestic product to an annual rate of 8.2%), growth should stay strong throughout 2004.

MAM Web site unveiled:  During November the MAM Web site (www.mamportfolios.com) became operational.  The public portion of the Web site contains a description of McCarthy Asset Management, including an explanation of the investment philosophy and approach used.  Past quarterly reports and Monthly Commentaries can also be viewed.  This public portion is intended for those that are interested in learning more about MAM.  

The client login section is the heart of the Web site.  It is available to MAM clients with managed assets of $150,000 or greater (i.e. “qualifying clients”).  I have already mailed instructions, the user name and temporary password to these clients.  Please let me know if you have not received that information.  

After logging in as a client, you can review various reports for your account(s), including current holdings, performance, asset allocation, and year-to-date gains and losses.  The current holdings and transaction detail information will be updated weekly while the performance data will be updated monthly (returns through November are now available).
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In addition, through a useful feature called “Account Aggregation”, clients that log in can create a consolidated view of many of their financial online accounts on one screen.  These include bank accounts, brokerage accounts, 401(k)’s, mortgages and credit cards.  Additionally, with a click they can view recent transactions for any particular account.  Personally, I like to log in to review my recent bank account and credit card activity.

Mutual Fund Scandal:  I would like to provide my thoughts and perspectives on important issues relating to fund company ethics—a  topic that you may be reading about in the newspaper or hearing about on television.  Even though I discussed this in last month’s MAM Commentary, I want to further address any questions or concerns you may have.  First, I want to provide background on what has happened and what it means to investors.  Secondly, I want to provide some perspective on the impact to investors.  Some of these comments have been adopted from a publication called “Advisors Intelligence”, which I utilize for mutual fund and asset allocation research. 
What happened?  Some mutual fund companies made deals with outside investors allowing them to “time” their funds, generating profits for themselves and thereby diluting profits of long-term shareholders.  In some cases, fund companies allowed outside investors to place trades after the market closed in order to capitalize on news that would likely impact the next-day’s prices of securities held in the fund.  In the most egregious examples, in exchange for allowing these trading practices, the fund companies received compensation in the form of assets placed in other investment vehicles run by the fund company.

What is the extent of the damage, and have you been impacted?  While more revelations may be forthcoming, from what I know thus far, the impact on shareholder returns of the implicated fund companies was negligible.  In addition, at least at this point, none of the mutual funds used by MAM have been alleged to allow improper trading.   

This doesn’t trivialize or lessen the significance of what some fund companies did.  I consider the behavior clearly wrong.  Furthermore, the wrongdoing first uncovered by New York’s Attorney General Elliot Spitzer is indicative of a broader problem that has persisted and grown in the fund industry for more than a decade.  The broader problem is that fund companies have long viewed the funds they manage as products that exist to further their own profit goals.  In truth, funds are separate companies owned by their shareholders, who in turn hire the fund company to run the assets.  Fund companies that put their profit motives ahead of their fiduciary responsibility to shareholders can hurt their shareholders in far more significant ways than those related to market timing and after-hours trading.  These ways include: failing to manage their expenses responsibly, allowing excessive asset growth, launching new funds based on marketing considerations rather than investment merit, and failing to communicate openly and honestly with shareholders.

How do I ensure that I use ethical funds?  Fortunately, an important part of my research is assessing shareholder focus and, as mentioned above, at least as of this moment in time, none of the funds MAM uses have been impacted by the scandal.  Since fund companies that allowed market timing and late trading did so out of greed, the connection to other issues relating to shareholder focus is strong—in  both cases they are reflective of the company’s culture and core values. Getting a handle on shareholder focus is often straightforward, since there are two factors that impact a fund company’s profits: how much money they run, and how much they charge.  I have long been focused on asset growth.  (In fact, more than half of 

the equity mutual funds used by MAM are closed to new investors.)  I have seen time and again over the years where asset growth has negatively impacted returns. This happens in a number of important ways, including: diluting the best stock ideas (since the manager is forced to own more names); causing greater market impact since trades are larger; forcing the analyst team to cover more stocks; and, by creating marketing distractions affecting the manager.

What is the risk of being hurt by fund company wrongdoing in the future?  In gauging the magnitude of the risk at the shareholder level, it is worth emphasizing two important points: first, I believe the ethical lapses that took place had an insignificant impact on shareholder returns; second, given the current high level of awareness of ethics issues, I think the risk of a fund company committing ethical transgressions going forward is much lower than it was.  Despite the recent ethical lapses by fund companies, the industry is nevertheless exceedingly well regulated and well protected against fraud—this is a main reason why there has been very little scandal in the 60-plus year history of the modern fund industry and why the few instances that did take place have had minor or no impact on shareholder returns. 

What is my view of the overall fund industry?  Fund companies are businesses, and most businesses are motivated to grow their profits.  Practices that have been subject to very little criticism and that have gone on for years have been more detrimental to shareholder returns than the practices outlined in the Spitzer complaints.  If any good is to come from this “scandal” it will be that all of these profit-driven, anti-fiduciary practices will be illuminated clearly under the light of shareholder focus, and fund companies will no longer be able to get away with behavior that is in their own, rather than their shareholders’, interests. 

In the short run the fund industry will be damaged, with specific fund companies (Putnam, Strong, Janus, Bank of America) absorbing the brunt of that damage.  But the mutual fund industry will continue to play a huge role in the investment industry.  That role will continue because the reasons mutual funds became popular in the first place still exist.  Funds provide an opportunity for investors to access professional management and diversification; with the benefit of liquidity; within many different segments of the financial markets.  The alternatives seem to me to be simply inferior.  Individually managed separate accounts are commonly run by the same companies that run mutual funds, but are less regulated, offer less choice, and are less liquid.   Hedge funds are far less regulated, less liquid, extremely expensive, and have very high minimums.   Exchange traded funds are fine vehicles in the index area, but are not, as of yet, available with active management options. 

Please do not hesitate to contact me if you have questions about this important subject.

Sincerely, 

Stephen P. McCarthy

