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Monthly Investment Commentary- February 2004
Stock Market Performance for February:  The stock market turned in a mixed performance for the month--the S & P 500 rose 1.2%, the Nasdaq fell 1.7%, and the Russell 2000 rose 0.9%.  Foreign stocks, bonds, and REITs showed small gains.  

MAM portfolios earned small positive returns in February, generally between 0.9% and 1.1%. The three best performing MAM mutual funds were Selected American (3.2%), Artisan International Small Cap (2.9%), and Oakmark International Small Cap (2.8%).  The three worst performing MAM mutual funds were Bjurman Micro Cap (down 2.4%), PBHG Clipper Focus (down 0.8%), and TCW Galileo Select Equities (down 0.7%).  

Stock Market Recovery to Continue?:   Stocks have been on a tear since they bottomed last March.  Since then, the S & P 500 is up 35% and the Nasdaq has surged 52%.  During this strong run, stocks have risen without a single 5% correction.  That makes this the 11th longest uninterrupted upturn since 1928.  

A pullback may be just what the market needs right now to temper investor optimism, bring highfliers down to earth, and set the stage for additional gains. Even now, most valuations aren’t too excessive, although technology stocks may be overpriced.  The S & P 500 is trading around 20 times estimated earnings over the next 12 months.  That compares with a long-term average of about 15.  With interest rates at 45-year lows, low inflation, and rock-bottom bond yields, somewhat higher valuations are justified.  Given the low level of interest rates, some feel that the market could rise as high as a 25 price-earnings ratio before the market is fully valued.

I believe that it is impossible to predict the short-term movements of the stock market.  

However, I do practice what I call “modified market timing”.  That is, I try to stay a step ahead of the market by making portfolio adjustments.  I increase the asset allocation into areas that I feel are undervalued and decrease those that seem to be overvalued.  When I feel the market is becoming expensive, I make adjustments to provide additional downside protection.

The most recent portfolio adjustments were made in December of 2003 and January of 2004 by decreasing small caps, and increasing large caps and international equities.  I also established a 1% position in the PIMCO Commodities fund in larger accounts.  The initial results are that these were positive changes.  Although small cap stocks outperformed large caps in January, the three-year trend reversed in February.  Meanwhile PIMCO Commodities fund has performed very well, rising 8.6% in February.

Providing Downside Protection:   As I wrote in the December 31, 2003 MAM quarterly report, I feel the biggest challenge in the current market environment is providing downside
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protection to portfolios.  While bonds are less volatile than stocks, I am hesitant to invest in high quality, long-term bonds because of the significant risk they face when interest rates start to rise.  

The PIMCO Commodities fund mentioned above is one fund that I am starting to use to further diversify portfolios.  Another is Hussman Strategic Growth.  The manager of this three-year old fund, John Hussman, is willing to hedge up to 100% of the fund’s equity exposure when both valuations and market sentiment are negative.  Conversely, he will add leverage when his outlook is especially bright.  His hedging strategies allowed his fund to earn positive returns in 2001, 2002 and 2003.     

Three Steps Toward Successful Investing:   If it is difficult, maybe impossible to successfully time the market, and if bonds do not provide a safe haven during the next market downtown, how can an investor succeed?  I feel there are three critical steps to achieving successful investing.  The first is to take a long-term approach.  Try to ignore the month-to-month gyrations in the market.  The goal is to prevent human emotions from clouding your investment decision-making.  

I am confident that in the long run, the two best areas to invest in are equities and real estate.  To realize the benefit from investing in equities, you must maintain your investments through good times and bad.  This can be difficult.  When the investment environment “feels” bad, the natural human tendency is to bail out, and then reinvest when the market is “better”.  The problem is, the most significant market gains often occur when investors are most pessimistic.  A great example of this was one year ago.  In March of 2003, it appeared the market could be heading for it’s fourth consecutive year of negative returns.  The economy was contracting and there was great uncertainty with the impending Iraqi war.  A number of MAM clients contacted me at that time.  They were concerned about further portfolio losses if the stock market continued to fall.  

In response to the nervousness of MAM clients, in the February of 2002 MAM Commentary, I wrote, “Should I increase the bond allocation in existing portfolios?  Emotionally, that may seem like the correct move given all the uncertainty in the current environment.  I hesitate to do this for several reasons.  The first is that much of the uncertainty may already be reflected in the current level of stock prices.  Second, when the market does finally turn up, it could do so quickly and dramatically.  Third, I take some comfort in knowing that MAM portfolios are invested somewhat less aggressively than the overall stock market.  In short, for investors with a long investment horizon, staying the current course is best.”     

A second key strategy for successful investing is to invest in a diversified portfolio that is consistent with your risk tolerance.  Philosophically, investors want it both ways.  They wish to be aggressive with their investment mix when the market is rising, and conservative when it is falling.  If only it were that easy!  In trying to achieve this, investors’ emotions (greed and fear) cause them to become overly optimistic when the market has been rising and overly pessimistic when it has been falling.  The end result is they may end up doing the opposite!  A better approach is to construct a portfolio that you can stick with in good times and bad.  

The third strategy is to make portfolio adjustments in light of the current investment environment.  The stock market is not static.  Neither should portfolios be.  Portfolios that 

performed extremely well in the late 1990’s (ones with a large concentration in technology 

stocks), suffered significant damage in the 2000 to 2002 timeframe if left unaltered.    

Schwab Mailing Regarding NASD Refund Notification Letter and NASD Breakpoint Claim Form:  Most of you should have received a letter from Charles Schwab during the last week regarding the NASD Refund Notification.  I called Schwab to find out why the letter was sent, since it is not applicable to MAM accounts.  I was told that the letter went to all Schwab clients who own a Class A mutual fund.  

Many financial planners and stockbrokers earn commissions from the sale of mutual funds that charge a sales load.  Class A mutual funds charge an upfront sales load at purchase, typically 4.75%.  This means that clients purchase these funds at 4.75% above Net Asset Value (NAV).  For investors who reach certain breakpoints, the sales load percentage decreases.  For instance with a $50,000 purchase within the same mutual fund family, the percentage may drop to 3.50%.  It has come to the attention of the NASD that certain unscrupulous financial planners and stockbrokers purposely spread their clients’ investments among different mutual fund families to avoid reaching breakpoints.  Pretty sleazy.  

Certain of the funds that I use (Calamos Growth & Income, Pioneer High Yield, Thornberg International Value) are mutual funds that investors typically have access to only by paying a sales load.  However, as an investment advisor working with Schwab Institutional, I purchase these funds for clients at Net Asset Value (NAV).  This means that MAM clients don’t pay a sales load.  

During further explanation from Schwab I was told, “Although your clients are not due a breakpoint discount from Schwab in connection with their purchase of these Class A shares at NAV, we want to make sure that they are aware of possible opportunities for breakpoint discounts that may exist with other financial institutions where they may have paid a sales charge on Class A share purchases.”   I asked Schwab, wouldn’t investors be contacted by the financial institution through which they paid sales charges on Class A shares?  I was told that not all brokerage companies are sending out these notices.  For this reason, Schwab has sent the letter.  If you feel you are due a breakpoint from another financial institution, you can use the paperwork that Schwab has provided.

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

Stephen P. McCarthy

