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Monthly Investment Commentary- February 2007 
 

Stock Market Performance for February:  After a sharp drop two days ago, stocks finished with 
a down month for February.  Unadjusted for dividends, for the full month the S & P 500 fell 
2.2%, the NASDAQ dropped 1.9%, and the Russell 2000 fell 0.9%.  Bonds and commodities 
rose, foreign equities were mixed, while REITS fell.   
 
MAM Performance:  For the month, MAM portfolios out performed the S & P 500, with a 
composite loss of 0.6% (after all fees), versus a drop of 2.0% for the Vanguard Index 500 fund 
(symbol VFINX) with dividends reinvested.   
 
The five best performing MAM investments for February were Allied Capital (up 7.7%), 
PIMCO Commodity (up 5.1%), Loomis Sayles Bond (up 2.1%), Nuveen High Yield Muni  
(up 1.2%), and Hussman Strategic Growth (up 1.1%).   
 
The five worst performing MAM investments for February were Marsico Focus (down 4.2%), 
Oakmark Select (down 3.3%), Cohen & Steers REIT (down 3.3%), Cambiar Opportunity  
(down 2.0%), and Selected American (down 1.9%). 
 
While the partial recovery in Allied Capital helped, much of the out performance of MAM 
portfolios relative to the S & P 500 was the positive impact of the bond funds.  While bond 
exposure hurt performance in the strong equity market for year 2006, it did help cushion 
portfolios when equities experienced a sharp decline on February 27th. 
 
Year-To-Date Performance:  For the first two months of 2007, unadjusted for dividends, the  
S & P 500 fell 0.8%, the Nasdaq was unchanged, and the Russell 2000 rose 0.6%.  MAM 
portfolios out performed the S & P 500 for these two months, with a composite return of 0.3% 
(after all fees), versus a loss of 0.5% for the Vanguard Index 500 fund (symbol VFINX) with 
dividends reinvested. 
 
What Happened on February 27th?:  What a difference one day makes!  Through the 26th of 
February stocks appeared headed for another positive month.   That all changed on Tuesday, 
February 27th.  On that day, stock prices plunged around the world, including the steepest 
percentage decline in the Dow Jones Industrial Average (3.3%) in nearly four years.  For the day, 
the S & P 500 fell 3.5%, the Nasdaq dropped 3.9%, and the Russell 2000 fell 3.8%. 
 
The cause of the dramatic drop was probably a combination of factors.  The primary catalyst was 
Tuesday’s nearly 9% fall in stock prices in Shanghai, one of the hottest and most volatile 
markets in the world.   Other contributing factors were: 
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• A report was released that said January U.S. durable good orders fell 7.8%, raising 

concerns that manufacturing is stalling 
 
• Another report released indicated that sales of existing U.S. homes in January were down 

4.3% from a year ago, and the median sales price fell 3.1% 
 
• Alan Greenspan said in a speech that it is “possible” the U.S. economy could slip into a 

recession later this year 
 

• One factor that intensified traders’ fears during the day turned out to be a computer 
glitch.  At around 3 p.m. Eastern time, the Dow sustained a jaw-dropping freefall, losing 
an additional 200 points of value in a minute.  The reason was that the Dow Jones 
computers had become overwhelmed by the surge of orders.  When the company 
switched to a backup system, it suddenly processed backlogged trades, causing the rapid 
plunge.  The actual stock prices were accurate, but their fall should have been spread out 
over a longer period of time. 

 
Whatever the specific reasons for the drop in the market on February 27th, the fact is that 
investors had become very complacent about stock market risks.  For months, global stock 
markets have been climbing almost straight up.  The amount of compensation, in the form of 
higher yields that investors usually demand for lending money to riskier companies or countries 
had been shrinking steadily.  And with credit plentiful and cheap, private pools of capital have 
been borrowing to take companies private.   
 
A drop in the market was needed to restore investors’ sense of caution and prudence, key factors 
that allow the market to climb on a sustainable basis.  Hopefully, the sharp mood change on 
Tuesday is just what was needed.  As is typical of market corrections, U.S. Treasury bonds 
rallied in a flight to safety by suddenly nervous investors.   
 
U.S. Economy:  Despite the 1-day financial-market turmoil, there is little sign the prognosis for 
the U.S. economy has changed much. Strong readings on consumer confidence and U.S. 
manufacturing in February suggest that the U.S. economy may be growing at about a modest 2% 
annual rate.   
 
What about former Fed Chairman Greenspan’s remarks that the U.S. economy may be headed 
for a recession this year?  One client sent me an email regarding his concern about Greenspan’s 
comments.  If economic signals turn negative, indicating that we are headed toward a recession, I 
would be concerned and would expect to reposition portfolios to provide additional downside 
protection.  Currently, however, most economic indicators suggest that it is unlikely that a 
recession will occur this year.  Current Fed Chairman Ben Bernanke, in a meeting before a 
Congressional Committee yesterday said “Taking all the new data into account, there is really no 
material change in our expectations for the U.S. economy since I last reported to Congress a 
couple of weeks ago”.  Moving ahead, he expects the economy to record “moderate growth”. 
 
U.S. Corporate Earnings:  Corporate profit growth, in double digits for more than three years, 
is showing signs of falling back to single digits this year.  Standard & Poors said last  
week that 2006 fourth quarter profits for S & P 500 companies now stand 9.8% higher than in 
the comparable period in 2005.  While growth is expected to slow further this year, keep in mind 
that the long-term average annual growth in earnings for U.S. companies is 6%. 
 
 
 



 
 
 
 
 
 
 
 
 
Where’s The Stock Market Headed?  While the sharp drop in the global stock markets two 
days ago may be disconcerting, and I expect high volatility will be with us for a while, I think the 
fundamentals will support the market.  The U.S. economy, while slowing, is still expected to 
provide moderate growth this year.  Corporate earnings growth, while also slowing, is still above 
its long-term average.  Furthermore, stock prices relative to corporate earnings are reasonable, 
especially given the relatively low long-term interest rates. 
 
One wild card is inflation.  While inflation is fairly moderate, it remains above the Federal 
Reserves’ target.  Any further increase in inflationary indicators could lead the Fed to once again 
raise interest rates.  My fear is the track record of the Fed in going too far with previous interest 
rate hikes, leading to a recession.   
 
I hope that the market’s losses are short-lived.  But, Tuesday’s market’s action serves as a 
reminder that risk is alive and well, and that we need to be prepared for it.  Most importantly, the 
risk in your portfolio should be commensurate with your tolerance for risk.  This is why we 
undertook the major task last year to have all MAM clients complete the new Risk Assessment 
Questionnaire.  There are steps that I can take to reduce portfolio risk, such as increasing bond 
exposure.  For instance, this past month I started using the Schwab Hedged Equity Fund.  I plan 
to soon profile this fund, possibly in the March 31st quarterly report.   
 
The cost of providing greater downside protection in portfolios is reduced long-term returns.  As 
I like to tell clients my approach to risk is “I want a client’s portfolio to be as risky as they can 
handle in a market downturn”.  In addition, I continually educate clients of the importance of 
taking a long-term approach to investing.  As long as the money invested will not be needed for a 
while, the short-term volatility doesn’t really matter. 
 
Please call or email me if you have any questions or would like to discuss your portfolio(s). 
 
 
Sincerely,  
 
 
Stephen P. McCarthy, CPA, CFP 
 
 
 
 
 
 


