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Monthly Investment Commentary- May of 2003:
Stock Market Performance for May:  The stock market continued its winning ways in May for the third consecutive month.  The S & P 500 rose 5.1%, the Russell 2000 climbed 10.5%, while the Nasdaq appreciated 9.0%.  All fourteen of the U.S. equity mutual funds used by MAM outperformed the S & P 500.  MAM portfolios, however, were held back by the performance of bonds that posted positive returns less than that of equities.  I estimate the net result is that most MAM portfolios outperformed the S & P 500 by 1.5% to 2.5% during May.

The four best performing MAM mutual funds were Firstar Micro Cap (up 12.5%), Bogle Small Cap Growth (10.3%), Bjurman Micro Cap (9.7%), and PBHG Clipper Focus (9.7%).  The four worst performing MAM mutual funds were PIMCO Total Return (up 1.7%), Pioneer High Yield (4.9%), Loomis Sayles Bond (4.9%), and Marsico Focus (6.1%).  

The S & P 500 is now up 9.6% year-to-date and up 20.4% from the March 11th, 2003 low.  Will the stock market continue to recover?  I think it is very difficult to predict the short-term direction of the market.  Nonetheless, I do subscribe to services that make stock market predictions.  One of them is Lowry’s.  Lowry’s does an analysis of the market based on the purchases and sales that occur, and calculates indexes for “buying power” and “selling pressure”.  

In it’s May 30th, 2003 report, Lowry’s said “Many investors still seem convinced that the current rally is nothing more than a short term recovery within a basic bear market, and that it could end at any moment.  We are quick to respond that the evidence provided by our studies of the forces of Supply and Demand has never supported the position that this advance is the start of a new bull market.  However, a growing body of evidence has consistently indicated since the March low that a ‘substantial market advance’ is underway—too substantial to be ignored.  Our history also shows that substantial market advances rarely end without significant signs of deterioration in the forces of Supply and Demand for weeks if not months in advance of the final top in the major price indexes.  And, that evidence of important trend weakness has yet to evolve.  On the contrary, the evidence drawn directly from the trading of millions of investors shows that the uptrend is getting stronger.”

What is clear to me is that the stock market now has significant positive momentum.  In addition, I believe the economy will show gradual signs of improvement and interest rates will stay low.  The market will also benefit by the recently passed tax stimulus package and lower energy prices.  Currently, the only portfolio activity I am taking is to gradually invest accounts with excess cash.  The next move I could make in most portfolios may be to reduce equity
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exposure.  Although, at current levels, I think stock prices are reasonable, a significant further rise could cause the market to become overvalued.

For the remainder of this Commentary I am providing a summary of the tax stimulus package that was signed by President Bush last week. In particular, I am commenting only on the provisions that impact individuals.  In addition, there are provisions that will impact small businesses and corporations.

Jobs and Growth Relief Reconciliation Act of 2003 (JGTRRA):
JGTRRA’s total impact could weigh in as one of the largest tax cuts in history.  Although the new law has been “scored” by the Joint Committee on Taxation as costing the Treasury $330 billion over the next 10 years, the true impact could be much greater.  Estimates peg the true cost at more than $850 billion.  The difference in the numbers is the result of a technique being used by Congress more and more on tax reconciliation bills—pass large, but temporary, tax relief provisions that last from two to five years only.  Once the public becomes accustomed to these breaks, another Congress two to five years down the road will be pressured to extend the relief.

1. Reduced Long-term Capital Gains Rate to 15%:  Under the new law, the maximum long-term capital gains tax rate immediately falls five percentage points from 20% to 15%.  The current 10% capital gains rate for lower-income taxpayers falls to 5%.  These new rates are effective for sales on or after May 6, 2003 and through December 31, 2007 (with the 15% rate continuing unchanged in 2008 as well).  The new rates apply for both regular tax and AMT purposes.  In 2008, the 5% rate for low-income taxpayers drops to 0%, but just for one year.  On January 1, 2009, the old 20% and 10% rates return.

The 0% rate in 2008 for low-income taxpayers provides some bizarre tax planning opportunities for taxpayers with children.  Taxpayers with appreciated assets should think about transferring them to a child who will be over age 13 in 2008. Savings in 2008 could be dramatic using this technique.  Assuming the child is otherwise in the 10% tax bracket, a sale of appreciated assets in 2008 will, at least in part, not be taxed for federal purposes—a great way to contribute to college or private high school.  

2. Dividends:  Dividend income received by an individual from a domestic or qualified foreign corporation will be taxed at a maximum 15% for most taxpayers.  Lower income individuals will pay tax on their dividends at a new rate of 5%.  This special treatment is temporary but it is also retroactive.  The 15% rate is effective for dividends received after 2002.  It terminates on December 31, 2008.  The 5% rate terminates on December 31, 2007, and falls to 0% for 2008.  The old, pre-JGTRRA rates return in 2009.  Not qualifying the lower dividend tax rates are dividends from bond funds and REITs.
3. Lowered Individual Marginal Rates:  The new law accelerates the individual marginal rate cuts that were not set to kick in until 2006 and beyond.  Rates above 15% generally fall about 2%.  The highest rate, now at 38.6%, falls to 35%.  All rate cuts are 
retroactive to January 1, 2003 and all are subject to the sunset provision under which rates revert to 15, 28, 31, 36 and 39.6% after 2010.
Current Rate

10%
15%
27%
30%
35%
38.6%

New Rate

10%
15%
25%
28%
33%
 35%

4. Increased Child Tax Credit- The check is in the mail?:  Before I explain this next change, I must say that most of my tax clients earn too much to be eligible for the child tax credit.  Therefore, they will not benefit from this change.  The child tax credit starts to be phased out at modified adjusted gross income levels of $110,000 for joint filers and $75,000 for single filers.  Under the prior tax act, the child tax credit was scheduled to gradually rise to $1000 by 2010.  The new law immediately boosts the credit from $600 to $1000.  However, the increase is temporary.  It’s effective for 2003 and 2004.  In 2005, the child tax credit is scheduled to fall to $700, but increases back to $1000 by 2010.
Most eligible taxpayers will see an immediate benefit.  The increase will be paid in advance starting in July to those who have paid and filed their 2002 taxes.  The amount of advance payment will be calculated from information on the taxpayer’s 2002 return.  Estimates are that these “advance payments” will result in checks of up to $400 per eligible child sent to 25 million households.  

5. Alternative Minimum Tax (AMT) Relief:  Because California is a state with high income and property taxes (which are not deductible under AMT), I am finding more and more of my clients subject to AMT.  It has been predicted that unless AMT is reformed, within a few years millions of Americans will be subject to it.  The new tax law provides limited AMT relief by raising the AMT exemption amounts for 2003 and 2004 only.  The exemption for single taxpayers rises to $40,250 (up from $35,750) and for married couples rises to $58,000 (up from $49,000).   
Please call or e-mail me if you have any questions or would like to discuss your portfolio or tax situation.
Sincerely,
Stephen P. McCarthy
