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Tuesday, October 9, 2001 
 
           
Dear Client, 
                     
We all are shaken by the horrific events of September 11.  The terrible loss of lives has created a 
deep sorrow within us.  Understandably, we all have fears about what the future holds and 
uncertainties that exist.  My responsibility to you as your investment manager is to ensure that we 
take a calm and reasoned approach.  In light of the tragic events of September 11 I will use this 
report to share my thoughts about investing in this challenging time.  Additionally I will report on 
the performance of the stock market and your account(s) for the third quarter of 2001. 
 
Enclosed are four investment reports for the quarter ending September 30, 2001.  The first is titled 
“Portfolio Position Analysis”.  It lists your investments that I manage and shows how each has 
performed.  The second, “Portfolio Performance Summary”, shows the year-to-date rate of return 
on your investments for 2001.  The third is the “Portfolio Performance History”.  It shows the 
monthly and cumulative rate of return on your portfolio since inception.  The fourth report, 
“Realized Gains and Losses”, is included only for taxable accounts.  It lists the investment gains 
and losses that were realized during the first nine months of 2001.   
 
 

Stock Market Performance 
 
The third quarter of 2001 was very difficult for the stock market.  For the quarter the S & P 500 
fell 15.0% to 1041, the Nasdaq Composite dropped 30.6% to 1499, and the Russell 2000 fell 
21.1% to 405.  This was the worst quarter of performance for the U.S. stock market in fourteen 
years.   
 
For the year-to-date, the S & P 500 has fallen 21.1%, the Nasdaq 39.3% and the Russell 2000 
16.3%.  Since March 31st, 2000, the S & P 500 has fallen 30.6%, the Nasdaq 67.2% and the 
Russell 2000 24.9%.   
 
 

Impact of Terrorists Attacks 
 
Prior to September 11 I would characterize the investment environment as follows: 
 

• The economy was in recession or near recession though some statistics were beginning to 
signal a bottom. 

 
• Corporate earnings were extremely weak and were probably headed somewhat lower. 
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• Technology and telecom fundamentals had fallen off a cliff and there was little chance for a 

strong rebound in fundamentals anytime soon. 
 

• Stock prices were in a fair-value range—neither cheap nor expensive. 
 
While I had no opinion on the outlook for stocks over the short-term, I believed that returns over 
the following 12 months would be decent-to-good with a return range of 5 to 15%.  I believed this 
because: 
 

• Over that time period I expected the economy to begin to recover.  The longest recession 
during the past 50 years was 16 months. 

 
• With a recovery beginning, earnings comparisons in 2002 would be strong compared to 

depressed 2001 levels. 
 

• The stock market is forward looking and has, in the past almost always rebounded three to 
nine months before the end of each recession. 

 
• Stocks were already down 30%.  In the past, declines of this magnitude have provided an 

excellent entry point for long-term investors. 
 
What has changed as of September 11?: 
 

• Over the near term the economic slump will almost certainly be more severe than it would 
have been.  Business activity slowed dramatically for a few days and the aftermath is likely 
to impact consumer spending, business spending and capital investment.  Other factors to 
watch are the U.S. dollar and oil prices (although OPEC has said that they will increase 
production if necessary to stabilize prices).  Corporate earnings will be hurt over the short 
term. 

 
• Monetary and fiscal policy is likely to be significantly more supportive than it otherwise 

would be.  According to Ned Davis Research, liquidity is at a 41-year high and the Federal 
Reserve’s discount rate is at a 39-year low.  The political landscape has changed so 
dramatically that, in the near term, concern about depleting the surplus will take a back seat 
to supporting the economy.  It is likely that we will see significantly higher government 
spending that will help support the economy. 

 
• For the vast majority of publicly traded companies, I don’t believe September 11 changed 

their long-term business prospects.  Clearly the short-term has changed, but it is the long-
term business prospects that drive long-term business values.  If the tech bubble taught 
investors one thing over the past 18 months it is that stock prices are ultimately driven by 
long-term business values.  Greed and fear impact prices over the short-term, but these 
emotions are not sustainable. 

 
• Stock prices are down sharply around the world.  According to Litman/Gregory Fund  

 
Advisors, for the first time in three years stocks are undervalued based on its valuation 
model.  This model values stocks based on earnings and interest rates using long-term 
assumptions about growth that are consistent with history.  The model has been reliable in 
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identifying long-term opportunities and risks.  Litman/Gregory says that if stocks decline 
much further, they will be significantly undervalued based on the model. 

 
Conclusions—Important Things To Understand Now: 
 

• The economy will recover.  There will be layoffs, consumers will spend less for a time and 
companies will invest more cautiously.  However, this is how economic cycles end and 
new cycles start.  Just as recessions are ultimately the result of over-expansion, recoveries 
occur because businesses become too lean during the bad times.  Eventually businesses 
begin to expand again to meet demand.  We have faced uncertainty in the past during times 
of wars, assassinations, political upheaval, energy crises, financial crises, terrorist acts, the 
break-up of a military super-power and double-digit inflation.  Although we have never 
experienced a crisis like this before, I am confident that the global economy will once again 
prove resilient.   

 
• The market is unpredictable over the short-term.  I have learned to respect that.  It often 

does the opposite of what people think.  Though it is hard to imagine a rally now, it is not 
out of the question.  First, cash on the sidelines is at a 20-year high.  This suggests that 
many investors have already sold and that some of this money will make it back into the 
market eventually.  Investor pessimism is extremely high and this is a good contrary 
indicator because when investors are extremely pessimistic they have usually already done 
most of their selling.  I don’t expect a rally but the point is that I don’t know what will 
happen over the short-term so it makes sense to base decisions on longer-term factors that 
we can assess. 
 

 
MAM Strategies In Light Of September 11: 
 

• I have once again been very impressed with the resiliency of MAM clients.  At this point 
only two (out of 150) clients have requested that I sell a portion of the equities within their 
accounts.  I strongly feel that for those who can take a long-term perspective, now is not the 
time to liquidate equities.  In addition, I feel good with the current mix of mutual funds in 
the MAM portfolios.  Most portfolios are under-weighted in technology stocks and over-
weighted in small and mid-cap value stocks.  For the last 18 months this has been a good 
strategy and I believe it will continue to be for the foreseeable future.   

 
• For clients whose portfolios are still not fully invested, I have called to see if they feel 

comfortable in having me continue to invest monthly in light of the financial impact of the 
September 11th attacks.  While about half of the clients have asked that I hold off for now, 
the other half said to continue investing.  In fact several requested that I accelerate the 
purchasing and several other clients have contributed additional cash to be invested.  

 
• I know that it is difficult to stick with an investment strategy when there is so much 

uncertainty with the economic environment.  Given the tremendous monetary stimulus  
(interest rate cuts) and fiscal stimulus (tax cuts and increased government spending) and  
the reasonable valuation of many companies, however, I am confident that purchases made 
in a diversified portfolio over the next three to six months will be profitable if held for the 
long term. 
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MAM Performance for the Quarter 
 
In General: Given the difficult market this past quarter, MAM portfolios did relatively well.  
Although 60% of the MAM portfolios outperformed the S & P 500 loss of 15.0%, the average loss 
was still a painful 14%.  Those portfolios that under performed the S & P 500 either held 
individual stocks and/or had a large weighting in technology stocks.   
 
Best Performers: The six best performing MAM funds for the quarter were Loomis Sayles Bond 
(loss of 0.4%), Cohen & Steers REIT (-5.7%), Oakmark Select (-5.7%), UAM Clipper Focus (-
6.8%), Weitz Partners Value (-12.5%), and Artisan Small  Cap Value (-13.5%).  Once again the 
value funds outperformed the growth funds.  For the only the second quarter since 1999, however, 
small and mid-cap funds did not outperformed large cap funds.  This can be seen by the loss of 
21.1% in the Russell 2000 versus the 15.0% loss in the S & P 500. 
   
Worst Performers: The worst performing MAM funds for the quarter were concentrated in 
technology.  Red Oak Technology lost 50.8%, Firsthand Technology Value lost 41.1%, White Oak 
Growth lost 30.6% and TCW Galileo Select lost 27.1%.   
 
Oldest Portfolio: The MAM portfolio with the longest track record is a fairly aggressive $50,000 
portfolio that was fully invested on September 13, 1999.  As of September 30th, 2001 the original 
$50,000 had grown to $52,898 for a return of 5.8%.  During that time the S & P 500 lost 20.7%.  
For the quarter ended September 30th, 2001 this portfolio lost 14.5% (while the S & P 500 lost 
15.0%). 
 
 

Assets Under Management  
 
For the first quarter in the two years that I have been managing money, assets under management 
fell.  As of September 30th, 2001 assets were $24 million, down from $25.5 million on June 30th, 
2001.  Net investments by MAM clients of over $1.5 million were not enough to offset the decline 
in stock prices. 
 
I continue to welcome and appreciate any referrals that you have for MAM.  For new clients the 
minimum to invest remains at $150,000.     
 
 

Recent MAM Portfolio Activity 
 
New Funds:  During the second and third quarters of 2001 I did moderate repositioning in most 
MAM portfolios.  The main purchase of doing this was to establish positions in two promising 
small cap funds that are expected to close to new investors at small asset levels.  Establishing  
positions in undiscovered funds before they close to new investors is a very important strategy of  
MAM.  For example, most portfolios have positions in Bjurman Micro Cap Growth and  
 
 
 
 
Oakmark Select.  Both of these funds have outstanding track records and have closed to new 
investors.  Below is a discussion of the two new funds that I have recently added to most portfolios 
(for additional information see enclosed for the Morningstar reports on the two funds):  
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1) Bogle Small Cap Growth- This fund is managed by John C. Bogle, Jr., the son of the 
founder of Vanguard Funds.  Prior to 1999 John C. Bogle, Jr. developed an excellent track 
record by first managing a Vanguard quantitative fund and later managing various funds of 
the Numeric Investors Funds Group.  In 1999 he set up his own investment firm, Bogle 
Investment Management.  At present the only mutual fund offered by Bogle is Bogle Small 
Cap Growth.  During 2000 the fund returned 26.8% and as of September 30th, it has lost 
11.2% for 2001.  Bogle has promised to close the fund to new investors when assets reach 
$150 million.  (As of July 1st, 2001, the tiny fund had $52.4 million in assets.)  

 
Unlike over 90% of the funds utilized by MAM, Bogle Small Cap Growth is not part of 
Charles Schwab’s one-source program.  As a result MAM clients are charged a fee of 
approximately $40 for a $6000 purchase or sale.  I believe that establishing a position in 
this young promising fund justifies paying the transaction fee. 

 
2) Firstar Micro Cap- Like Bogle, this is a small cap growth fund with a tremendous track 

record.  As of July 31st, 2001 the five-year rate of return was 32.2% per year (versus 15.3% 
for the S & P 500 and 5.6% for the Russell 2000 Growth index).  Also like Bogle, this is a 
small fund (as of July 1st, 2001 assets were only $53.5 million).  The fund has recently 
reopened to pull in an additional $35 million in assets.   

 
Firstar Micro Cap is actually a loaded fund (with a 4.5% sales load).  The sales load is 
waived, however, by Schwab Instititutional, and since the fund is part of Schwab’s one-
source program, I am able to purchase (and sell) it for no fee.  Since the fund is more 
aggressive than Bogle’s (recently approximately 32% of assets were in technology stocks 
versus only 15% for Bogle), I have made only the minimum purchase ($1000) in most 
MAM portfolios.   

 
 

Miscellaneous Item 
 
Notice From Loomis Sayles:  I have received numerous phone calls and e-mails from clients 
during the last month regarding a notice they received that the Loomis Sayles Short-Term 
Bond fund was being liquidated.  No MAM portfolios own this fund (and in fact I was 
unfamiliar with it).  The reason the fund is being closed is that its asset base is too small (only 
$6.9 million) to cover its operating costs.  The Loomis Sayles fund utilized by MAM is the 
Loomis Sayles Bond fund.  This is a good intermediate/long-term bond fund.  Assets are 
approximately $1.5 billion. 
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Your Performance 
 
 
Also enclosed is the invoice that shows my asset management fees for the quarter.  Charles 
Schwab will automatically deduct these fees from your account. 
 
Please call me if you have any questions or if you want to discuss your portfolio. 
 
 
 
Very truly yours, 
 
 
Stephen P. McCarthy, CPA 


