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Monthly Investment Commentary- April 2004
Stock Market Performance for April:  The stock market performed poorly for the month--the 

S & P 500 declined 1.7%, the Nasdaq fell 3.7%, and the Russell 2000 dropped 5.0%.  All asset categories fell, including bonds, foreign stocks, and especially REITs.  

On average, MAM portfolios lost 3.6% for April (after MAM fees).  MAM portfolios performed poorly relative to the S & P 500 as all asset classes fell.  Large-cap U.S. stocks 

(i.e. the S & P 500) fell the least.  Small companies fell almost three times further than large companies (as shown by the 5.0% drop in the S & P 500).   Furthermore, the fear of rising interest rates caused bonds to drop about 3%, while REITS plummeted more than 13%.

There was nowhere to hide during the month.  To illustrate the point, the following is the performance of the mutual funds used most frequently in MAM portfolios (from best performer to worst performer):

       Name 

  Return

           Name


Return
     TCW Galileo Select Eq
    1.5%
      Capital World Gth & Inc.        -3.2%

     Artisan Small Cap Value
    0.5%
      Marsico Focus

         -3.3%

     Oakmark Fund

    0.1%
      Artisan Intl Small Cap 
         -3.4%

     Oakmark Intl Small Cap
   -0.2%
      Loomis Sayles Bond    
         -3.7%

     PBHG Clipper Focus
   -0.2%
      Loomis Sayles Global Bond     -3.8%

     Hussman Strategic Gth
   -0.8%
      Thornberg Intl Value
         -3.9%

     American Mutual

   -1.0%
      Calamos Gth & Inc.
         -4.4%

     Oakmark Global 

   -1.3%
      Firstar Micro Cap
         -5.8%

     Selected American
   -1.8%
      Bogle Small Cap Gth
         -6.1%

     Income Fund of America
   -2.1%
      Bjurman Micro Cap
         -9.9%

     William Blair Small Cap     -2.2%
      Bjurman Barry Small Cap      -10.7%

     Oakmark Select 

   -2.3%
      Cohen & Steers REIT
       -13.5%

     Pioneer High Yield
   -2.4%

Ironically, the two worst performing funds, Bjurman Barry Small Cap/Bjurman Micro Cap and Cohen & Steers REIT had been two of the best MAM funds during the last four years.  This reinforces the importance of rebalancing portfolios by selling winners and investing in under performers.  

Stock Market Performance for the Year-to-Date:  Since January 1, 2004, the S & P 500 declined 0.5%, the Nasdaq dropped 4.1%, and the Russell 2000 rose 0.5%.  For the year-to-date, on average, MAM portfolios lost 0.4% (after MAM fees).  
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Stock Market Recovery Over?:  Even though the stock market lost all of its 2004 gains during April, I still feel cautiously optimistic for 2004.  My optimism is based on the continued growth in the U.S. economy and the dramatic rise in corporate earnings.  I attribute recent pullbacks in the market to an overreaction of expected interest rate increases by the Federal Reserve later this year, and further unrest in Iraq.

Now is probably not the time to become more defensive.  In addition to the favorable news on profits and the economy, the lack of appeal of alternative investments (money markets, bonds, CDs) should continue to motivate investors to add to their equity investments.  Currently, my expectation is to become more defensive later this year or early next year.  As this economic recovery heads into its third year in 2005, it could start to lose steam.  In addition, if the economy continues to perform well and interest rates continue to rise next year, rising money market and bond yields could provide a decent alternative to equities.  

U.S. Economy:  The U.S. economy continued to grow briskly in the first quarter and appears likely to do so for the rest of the year.  Last week, the Commerce Department reported that gross domestic product rose at a 4.2% annual rate in the first quarter, up a bit from the 4.1% pace in the fourth quarter of 2003.  The growth rate was less than the 5% economists had expected.  But the shortfall was mostly because companies added less to their inventories than projected.  Low inventories are actually a positive point for the rest of the year because any increase in sales will prompt manufacturers to boost production more quickly.  The most recent report marked the first time in ten years that the economy had an annualized growth rate that exceeded 4.0% for three consecutive quarters.

Corporate Profits:  Corporate profits are surging.  Thomson First Call now estimates that for the first quarter of 2004, profits for companies in the Standard & Poor’s 500 stock index rose 25.1% (compared to the first quarter of 2003) while sales rose 10.4%.  This increase in profits is up from an estimate of 16.7% just one month ago.  

The rising corporate profits should lead to job growth.  50% of executives polled by the Conference Board in an April 5th survey expect hiring to rise in their industries, up sharply from 15.8% in an April 2003 survey.  That’s the highest share of CEOs who foresee job growth in their industries since the Board started its hiring survey in 1991. On May 7th the U.S. Department of Labor will announce its jobs report for the month of April.  For the prior month, the report was that the American economy added a robust 308,000 jobs.

Providing Downside Protection:   As I have written about several times during the last six months, I feel the major challenge in the current market environment is providing downside protection to portfolios.  Historically, one way to cushion a portfolio is to invest in bonds.  The poor performance of bonds in April, however, illustrates their risk in a rising interest rate environment.  Another way to provide downside protection is to diversify into under valued assets classes.  The under valued classes that provided significant protection to MAM portfolios during the 2000 to 2003 bear market (small cap value stocks, high yield bonds, and REITs), have performed so well that they are no longer inexpensive.  Currently, there are not any asset categories that are clearly under valued.

As I mentioned in the February 2004 Monthly Investment Commentary, two defensive funds that I have started to use are the PIMCO Commodities fund and the Hussman Strategic Growth fund.  In particular, my confidence in the Hussman fund has grown as I have watched it successfully weather the recent stock market downturn.  I plan to use this fund much more extensively when I next reposition portfolios to reflect a more defensive stance.  

Google Initial Public Offering (IPO):  The most highly anticipated IPO since the technology craze of the late 1990’s is expected to occur this year.  Last week Google, Inc. filed their registration statement with the Securities and Exchange Commission for an IPO.  Since two MAM clients have already asked how to purchase shares, I assume others of you may also be interested.  Since Charles Schwab does not normally participate in the IPO market, MAM clients that want to participate will need to do so on their own.  To explain the process, I have adopted the following from an April 30th article that appeared in the Wall Street Journal.  

In a sharp break with tradition, Google will offer shares through a process modeled after a Dutch auction.  In traditional IPOs, underwriters help fix the number of shares a company will sell and set the offering price, with favored clients often reaping the benefits of a big first-day run-up in the stock price.  The Google auction is designed to put investors on a more equal footing by letting them, rather than investment bankers, help set the price for shares via bidding.  But there are big risks:  The auction might encourage investors to bid up the offering price so high that the shares actually sink rather than soar once they begin trading.  Moreover, many IPOs have been poor performers over the long run.

Although many details of the Google offering have yet to be determined, here’s what the company has said so far about how the offering will work:

To start the process, Google will set a price range for its shares.  In order to bid, potential investors must open an account with one of the underwriters.  Morgan Stanley and Credit Suisse First Boston were listed in the registration statement filed with the SEC.  Investors who meet the brokerage firm’s eligibility and suitability requirements, will receive a bidder ID.  Later, investors will be able to bid by phone, fax or over the Internet, providing the number of shares they would like to purchase and the price they are willing to pay.  

Google and its underwriters will compile the bids and then calculate the highest bid that will allow the company to sell all the available shares.  Google can choose to offer shares at that price or select a lower price that makes it more likely that the shares will increase in value when they begin trading.  Google has not indicated when the auction process would begin or how long it would take.

I view the opportunity to invest in the Google shares as a speculative investment.  Although Google has had tremendous growth and is profitable, recently Microsoft and Yahoo have started to compete with the Google Internet search engine.  While historically IPO investing has been risky, Google’s is interesting because the public will have the opportunity to invest at the IPO price.  My recommendation is that if you are very motivated to invest in the Google IPO, limit your investment to “play money” that you can afford to suffer a loss with.  

Please call or e-mail me if you have any questions or would like to discuss your portfolio(s).
Sincerely, 

Stephen P. McCarthy

