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September 3, 2003
Monthly Investment Commentary- August of 2003:
Stock Market Performance for August:  The stock market rose for a sixth consecutive month in August.  The S & P 500 rose 1.8%, the Russell 2000 climbed 4.4%, while the Nasdaq appreciated 4.3%.  Twelve of the fourteen U.S. equity mutual funds used by MAM outperformed the S & P 500.  I estimate that most MAM portfolios outperformed the S & P 500 by 0.5% to 1.5% during the month.

The four best performing MAM mutual funds were Firstar Micro Cap (up 7.1%), Oakmark Intl Small Cap (5.9%), Bjurman Micro Cap (5.7%), and TCW Galileo Select (5.6%).  The four worst performing MAM mutual funds were Pioneer High Yield (down 0.1%), Artisan International 

(up 0.4%), PIMCO Total Return (up 0.8%), and Selected American (up 1.2%). 

Excluding dividends, the S & P 500 has now risen 14.6% year-to-date and is up 26.7% from the March 11th, 2003 low.  I estimate that most MAM portfolios have outperformed the S & P 500 for year-to-date by between 3.0% and 6.0%.

Outlook for the Market:  Although it is impossible to predict the short-term direction of the stock market, there are many reasons to be optimistic.  The economy is finally responding to the massive fiscal and monetary stimulus being supplied by the federal government.  In addition, corporate spending is showing signs of improvement and corporate profits are rising rapidly.  Still, there are geo-political risks that could negatively impact the market.  I expect that we will need to learn to live with these for the foreseeable future.  

Bonds Steady:  After dropping dramatically in July, bond prices generally stabilized in August.  Although I think it is very difficult to predict how bonds will perform over the next several months, I do expect that over the next couple of years interest rates will climb and bond prices will be depressed.  

Portfolio Rebalancing:  As I write this I am in the process of rebalancing almost all MAM portfolios.  This is a large undertaking requiring about four weeks.  I hope to be substantially complete by the end of next week.  On the day I rebalance your portfolio(s), I will send you a letter explaining the changes and an Excel spreadsheet for each portfolio showing the current asset allocation.  Below is a discussion of the changes I am making:

1. U.S. Equities:  Relative to the S & P 500, all MAM portfolios are under-weighted in large cap stocks and over-weighted in small and mid-cap stocks.  This has been beneficial for the last three and a-half years since large-cap stocks have substantially under-performed.  Currently I am making a small increase in large-cap exposure by selling a small portion of the small and mid-cap funds.  Most portfolios will continue to substantially under-weight large-cap companies.
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One equity fund change that I am making is to completely sell Weitz Partners fund.  Weitz Partners has been a decent performer and has a 4-star rating from Morningstar.  I am selling the fund to make room for the William Blair Small Cap fund.  This is a tiny fund (less than $100 million in assets), which has performed very well since its 1999 inception.

2. Bonds:  During the last two years I have established a 10 to 20% weighting in bond funds in most portfolios.  This has been very beneficial, as it has provided downside protection as the market fell.  It is becoming evident that the U.S. economy is in recovery, and interest rates have started to climb.  The bonds most at risk to price declines from a rise in rates are U.S. government and high quality corporate bonds.  Most of the bond exposure in MAM portfolios is from high yield and convertible bonds (i.e. Pioneer High Yield and Calamos Growth & Income).  These bonds should perform well if the economy continues to recover.  The bond fund most vulnerable to rising rates is probably PIMCO Total Return.  For now I am eliminating that fund from most portfolios and, in some cases, selling a portion of Loomis Sayles Bond.  

The challenge in the current environment is to provide downside protection to portfolios in case the stock market starts falling again.  One step that I am taking in some portfolios is to create or add to a position in Calamos Growth & Income.  This fund invests primarily in convertible bonds. Convertible bonds are exchangeable into company stock at a fixed price.  Therefore they have some of the upside of the stock market with lower volatility.  

3. REITs- Real Estate Investment Trusts have performed very well this year.  Though today, Cohen & Steers Realty is up 21.7% for the year.  This will be the fourth consecutive year that REITs have outperformed the S & P 500.  In many portfolios, Cohen & Steers has grown to an 8 to 9% position.  In these cases, I am scaling back the fund to the targeted position of 7.0% to 7.5%.   

4. International-  In most MAM portfolios I am making a small increase in international exposure to 15%.  Due to a manager change, I am eliminating Acorn International.  Acorn International’s relative performance has been good (it is rated four-star by Morningstar).  I see the manager change as my motivation to replace the $1.3 billion fund with tiny Artisan International Small Cap and/or Oakmark International Small Cap.  

Please call or email me if you have any questions or would like to discuss your portfolio or other investment matters.  
Sincerely,
Stephen P. McCarthy
