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Monthly Investment Commentary- August 2004
Stock Market Performance for August:  The stock market fell slightly for the month--the 
S & P 500 rose 0.2%, the Nasdaq fell 2.6%, and the Russell 2000 dropped 0.5%.  However, REITs and bonds rose; foreign stocks were mixed.    

On average, MAM portfolios rose 0.3% in August (after MAM fees).  MAM portfolios performance was comparable to the S & P 500.  Helping MAM performance was the rise in bond and REIT mutual funds, while the underperformance of small cap stocks relative to large cap (i.e. the S & P 500) hurt.
The five best performing MAM mutual funds were Cohen & Steers REIT (8.0% rise), iShares Dow Jones Select Dividend (3.2%), Loomis Sayles Bond (2.9%), Capital World Growth & Income (1.7%), and PBHG Clipper Focus (1.6%).  The five worst performing MAM funds were Bjurman Barry Small Cap (-7.3%), Bogle Small Cap G (-3.3%), Hussman Strategic Growth (-2.3%), Oakmark Select (-2.1%), and William Blair Small Cap (-2.0%).  
Stock Market Performance for the Year-to-Date:  Since January 1, 2004, excluding dividends, the S & P 500 fell 0.7%, the Nasdaq declined 8.2%, and the Russell 2000 fell 1.6%.  Adding in an assumed annual dividend yield of 1.6%, the year-to-date return on the 
S & P 500 was 0.4%.  Year-to-date, on average, MAM portfolios fell 0.4% (after MAM fees).  

Performance of the Economy:   The most recent economic news indicates that the growth slowdown in the second quarter, highlighted by exceptionally weak consumer spending in June, was not a precursor of future weakness.  While the economy is easing back from its speedy 5% pace in the year that ended in the first quarter, the second-quarter dip in growth far overstates the downshift.  Despite surging oil prices, a waffling stock market, and some surprisingly weak job numbers, the economy began the third quarter on much firmer ground.  In particular, consumers are spending again (although at a reduced pace), and businesses are moving ahead with new outlays for equipment.
Stock Market Outlook:  Despite the flat to slightly down stock market this year, I continue to remain cautiously optimistic for the next twelve months.  For a perspective on the longer term outlook for the market, I have extracted comments from Bill Nygren, manager of the Oakmark Select and Oakmark Fund.  Nygren is one of my favorite portfolio managers.  I have used Oakmark Select in almost all portfolios since I formed McCarthy Asset Management.  A couple of years ago, the fund was closed to new investors, so for new clients I have used his Oakmark Fund.  
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In the June 30, 2004 quarterly report for his funds, Bill wrote, “From a common-sense perspective, here’s why we believe the stock market will deliver acceptable long-term returns.  Today, an investor could purchase a seven year Treasury bond, hold the bond to maturity, and be assured of earning a return of 4% per year.  A buy-and-hold equity investor has no such certainty since there is not a contractual exit price.  For that reason, we need to make some assumption about what the exit price might be.” 

“The dividend yield on the S & P 500 today is just shy of 2%, and earnings are expected to grow at 5-6% per year.  If price-to-earnings multiples stay constant, the long-term investor would earn 7-8% per year.  On consensus estimates, the S & P sells at about sixteen times 2005 earnings.  We think that multiple is somewhere between fair and a tad on the low side, given the current yield on bonds.  So, if the multiple stays the same, the market delivers annual returns of 7-8%.  If the multiple rises to eighteen times, (annual) returns bump up to 9-10%.  The multiple would have to fall below thirteen times for the S & P to return less than the seven-year Treasury bond.  To us, that environment clearly favors equities over bonds.”
“How could we be wrong?  First, long-term interest rates could rise sharply which would likely lower price-to-earnings ratios on stocks.  This is a popular fear that we hear about almost daily in the financial media.  But, because it is a consensus fear, we believe it is probably already incorporated in prices.  Further, intermediate-term interest rates of 4% appear consistent with forecasts of inflation increasing to 2-3%.  Second, we could be too optimistic in projecting earnings to grow at least 5% per year.  But, historical earnings growth has been somewhat higher, averaging between 6% and 7% over the past forty years.”  
“Third, we could be wrong in assuming that earnings in 2005 are about normal—i.e. we would be mistaken to project “normal” earnings growth from what could be a peak number.  Although this is possible, we believe it is unlikely given that we are just entering the second year of an economic recovery.  Finally, we could be wrong in saying that a sixteen times price-to-earnings multiple is an appropriate (or somewhat too low) multiple given 4% interest rates.  Sixteen times earnings isn’t a bargain level, but over the past forty years it is about the median price-to-earnings multiple on forward earnings.”  
Bill summarizes, “Each of these negatives has some chance of occurring and fear of them could convince investors to raise cash.  Our analysis of the risks, however, suggests that the probabilities remain strongly in favor of the equity investor.  That’s why we believe it is prudent to take advantage of the opportunity the market is now giving us --the opportunity to purchase better-than-average businesses at average prices.”
Portfolio Adjustments- Rush to Add Dodge & Cox Balanced:  Dodge & Cox Balanced fund is a conservative fund that invests typically 60 to 65% in large-cap value stocks, and 30 to 35% in bonds and cash.  For the ten years ended June 30, 2004, the fund’s average annual return was 13.49%, which was 1.6% above the S & P 500’s return and 3.4% above its category average.  The fund has low operating expenses (0.54% annually), low portfolio turnover, and long-tenured management (average of 13 years).

Although I have been very impressed with the fund, I was only using it in larger, more conservative portfolios because it is a transaction fee fund (i.e. it is not part of Schwab “One-Source” program).  Schwab charges a minimum commission of $40 (and a maximum of $99) to buy or sell the fund.  Given my expectations for moderate stock market returns for the mid-term (i.e. 5% to 8% annual returns for the next five to ten years), a major portfolio theme I have developed this year is to anchor portfolios with solid mutual funds that have performed well relative to their benchmarks and sport low operating expenses.  In a low return environment, operating expenses have a greater impact on portfolio performance.
Following this line of thinking, I have recently been purchasing Dodge & Cox Balanced for portfolios with cash to invest.  My plan was to add the fund to portfolios greater than $125,000 during the next portfolio positioning (probably in the 4th quarter of 2004).  On August 31st, however, I received notice that effective September 10, 2004, Dodge & Cox would be closing the fund to new investors.  Therefore, I have decided to add it to many portfolios during the next week.  Generally, I will be selling PBHG Clipper Focus to fund the purchase.  PBHG Clipper Focus has been a very good fund for MAM, and has a 5-star rating from Morningstar.  Despite the good long-term performance of the fund, I no longer want to use it due to its high operating expenses (1.5% annually).  

New Addition to McCarthy Asset Management:   I am very excited to announce that on August 10th, Billy Alhorn started to work for McCarthy Asset Management.  Billy’s roles will include assisting me with trading, reporting, regulatory compliance, financial planning, and other areas.  An important goal in adding Billy is to provide me with more time to meet with clients and to expand MAM services.  The one area that I will retain full control over is portfolio investment decision making.
I have known Billy for nine years.  We used to be training partners at the gym.  For the last six years, Billy worked for Charles Schwab & Co.  Four of those years were spent working at the Schwab San Mateo branch with the remainder in the San Francisco headquarters.  Prior to Schwab, he worked for Franklin-Templeton in their Mutual Fund Department.  
Billy is a Certified Financial Planning (CFP) candidate.  He is in the process of completing the eighth and final course.  With his help, I may expand the financial planning services I offer clients.  Billy grew up in San Mateo and graduated from the University of Colorado in Boulder.  He currently lives in San Mateo with his wife and their twin toddlers.
Please call or e-mail me if you have any questions or would like to discuss your portfolio(s).
Sincerely, 

Stephen P. McCarthy

