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Monthly Investment Commentary- October of 2002:
Stock Market Performance for October:  The stock market yet again proved its ability to surprise investors, shaking off massive investor pessimism to rebound strongly during the month of October.  After declining during the first seven trading days of the month, the S & P 500 rebounded to gain 16% in the following eight trading days.  

For the month, the S & P 500 rose 8.7%, the Nasdaq rose 13.5% and the Russell 2000 rose 2.7%.  Foreign stocks did well, though not as well as the S & P 500.  Other asset classes were disappointing.  REITs lost 5% for the month, while high-yield bonds and investment grade bonds were slightly underwater.

The market turnaround was led by large-cap and technology stocks.  Since these are the two areas that declined the most during the last two-and-a-half years, it is not surprising that that went up the most.  My feeling is that large-cap stocks were buoyed by institutional investors (whose first purchases are in the stocks with the most liquidity) and technology stocks were lifted by short-sellers (who were forced to buy back shares as the market rose).

MAM portfolios earned strong positive returns in October, although they significantly lagged the S & P 500 due to the under-weighting in large cap and technology stocks, and the decline in REITs and bonds.       

Bear Market Over?:  Has the bear market ended?  I think that it is still too early to tell.  During the dramatic market decline since March of 2000 there have been at least two instances when the S & P recovered 20%.  In both cases the market went on to new lows.  There are still a number of negative factors (weak economy, weak corporate earnings, terrorism threat, looming war with Iraq, accounting scandals).  The question is has the market has fully discounted for these negatives?  

Significant Events this Week:  On November 6 two significant positives occurred that could further boost stocks.  The first is that the Republicans regained control of the Senate and retained control of the House.  This has the potential to be beneficial for corporate earnings and the economy, as President Bush will have an easier time in pushing through additional tax cuts.  

The second event was the Federal Reserve cut the federal funds rate by 0.50% to 1.25%.  This marks the first rate reduction this year.  A rate cute was widely expected, but many analysts believed it would be only a smaller quarter-point move.  As a result of the Fed’s decision, many banks were expected to announce a similar half-point reduction, lowering the prime rate to 4.25%, which would be the lowest since May 1959.
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MAM Strategies:  Little has changed.  For portfolios with cash, I am continuing to gradually invest on a monthly basis with a relatively conservative asset allocation mix that includes a 15 to 20% bond position.  

For some fully invested portfolios, I am making a small increase in large-cap equities (to between 23 and 27% of the portfolio) and a small decrease in mid- and small-cap equities (to between 33 and 40%).  Most portfolios continue to have a 10 to 18% weighting in bonds, 7 to 8% in REITs and 12 to 16% in international.  In addition, I continue to underweight technology stocks.  As I said in the September 30, 2002 quarterly report, I feel that MAM clients currently are more concerned about protecting against further market declines than with fully capturing the possible recovery in the stock market.  Please let me know if you feel differently about your portfolio.

In the September of 2002 quarterly report I included an article from Dr. Jeremy J. Siegel.  I hope that the article gave you a good historical perspective on the stock market and a frame of reference for how to value the stock market.  Dr. Siegel stated in the article that a reasonable value for the S & P 500 would be between 800 and 1000.  At September 30, 2002 the S & P 500 was at 815.  It fell to a low of 777 on October 9, 2002 and closed at 886 on October 31, 2002.  

One future strategy that I am considering is to slightly decrease equity exposures by 3 to 5% in MAM portfolios if the S & P 500 were to recover to 1000.  I would invest the proceeds in a diversified bond fund such as PIMCO Total Return.   Then if the S & P 500 fell back to 800, I would sell off this 3 to 5% bond position and reinvest in equities.  Basically this “modified market timing” would allow MAM portfolios to benefit from the market volatility.  While I have always said that it is too difficult to time the market by moving in and out of stocks, given the high market volatility of late I think it does make sense to make a small increase in equity exposure when the stock market is low and make a small decrease in equity exposure when the stock market is high.  I would be interested in hearing any thoughts you have on this.

Please call me if you have any questions.
Sincerely,
Stephen P. McCarthy
