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Monthly Investment Commentary- October 2006 
 
Stock Market Performance for October:  The stock market performed very well for October.  
Unadjusted for dividends, the S & P 500 rose 3.1%, the Nasdaq climbed 4.8%, and the Russell 
2000 rose 5.7%.  Foreign stocks, REITs, bonds, and commodities also rose.  The stock market 
has sailed through September and October, historically the two weakest months of the year.  We 
now enter the seasonally favorable time for stocks, November 1st through April 30th. 
 
MAM Performance:  For the month, MAM portfolios underperformed the S & P 500, with a 
composite return of 2.9% (after all fees), versus a rise of 3.3% for the Vanguard Index 500 fund 
(symbol VFINX), with dividends reinvested.   
 
While I am pleased by the performance of the portfolios for the month, I am also satisfied with 
their performance relative to the S & P 500.  Excluding bond and balanced funds, eleven funds 
used by MAM outperformed the S & P 500 for the month, one performed equal, and six under 
performed.  Holding back performance was the impact of bonds.  While all six bond and 
balanced funds had positive performance, they all returned less than the S & P 500.  This is to be 
expected in periods of a rising stock prices.  Hopefully we will be rewarded for the bond 
exposure in periods of falling stock prices. 
 
The six best performing MAM investments for October were Cohen & Steers Realty (up 6.2%), 
William Blair Small Cap (up 5.6%), Oakmark Select (up 5.2%), Bjurman Micro Cap (up 5.1%), 
Artisan International Small Cap (up 4.8%), and Allied Capital Corp (up 4.4%). 
 
The six worst performing MAM investments for October were Hussman Strategic Growth  
(up 0.1%), PIMCO Total Return Bonds (up 0.6%), Nuveen High Yield Muni Bond (up 0.9%), 
Loomis Sayles Bond (up 1.8%), Century Small Cap (up 1.9%), and Dodge & Cox Balanced (up 
2.2%). 
 
Year-To-Date Performance: 2006 is shaping up to be a good year.  For the first ten months, 
unadjusted for dividends, the S & P 500 rose 10.4%, the Nasdaq climbed 4.8%, and the Russell 
2000 rose 14.0%.  MAM portfolios underperformed the S & P 500 for these ten months, with a 
composite return of 10.3% (after all fees), versus a rise of 11.9% for the Vanguard Index 500 
fund (symbol VFINX), with dividends reinvested.   
 
Continued Slow-Down in U.S. Economy:   On October 27th the Commerce Department 
released its preliminary third quarter estimate of the gross domestic product (GDP).  The growth 
in the economy was an anemic 1.6%, the slowest since the first quarter of 2003.   
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The latest performance underscores how much momentum the economy has lost this year.  In the 
opening quarter, the economy grew at a brisk 5.6% percent pace, the strongest growth spurt in 
two and a-half years.  Growth slowed to a 2.6% pace in the second quarter as consumers and 
businesses restrained spending in response to the toll of rising energy prices and interest rates.  
The economy’s softness in the third quarter, with just 1.6% growth, stemmed in large part from 
the dramatic slowdown in the once-hot housing market.  Spending on home building dropped at 
a rate of 17.4% in the third quarter, the biggest drop since the first quarter of 1991. 
 
An inflation gauge tied to the 3rd quarter GDP report showed that core prices—excluding food 
and energy—advanced at a rate of 2.3% in the third quarter, which was down from 2.7% in the 
second quarter.  Over the last twelve months, however, this inflation measure rose by 2.4%, the 
largest increase since 1995.  A reduction in inflation may be the key for the Federal Reserve to 
start reducing interest rates. 
 
The Federal Reserve held interest rates steady last week for the third meeting in a row.  The Fed 
had raised rates 17 times since June of 2004 to fend off inflation.  The Fed’s goal is to slow the 
economy sufficiently to thwart inflation but not so much that it tips the economy into a recession.  
 
The Fed and many economists expect that the pace of growth in the economy will accelerate 
moderately in the 4th quarter and into 2007.  Rising exports, business investment, and consumer 
spending is expected to cushion the economy from any further downturn in the housing market.  
Furthermore, some economists feel that the housing market may have already hit bottom.  
Recently, former Fed Chairman Alan Greenspan said that he detected “early sings of 
stabilization” in the housing market. 
 
Corporate Earnings and Outlook for the Stock Market:   Corporate earnings have a 
significant impact on the movement in stock prices.  Historically, earnings for U.S. stocks have 
grown at a 6% annual rate.  In the last few years, though, corporate earnings have been on a tear.  
With more than two-thirds of the companies in the S & P 500 reporting results so far, the trend 
has continued through at least the third quarter.  Of those reporting so far, more than 70% 
reported earnings better than Wall Street forecasts.  Year-over-year earnings per share growth are 
now estimated to be at least 17%.  This will be the thirteenth consecutive quarter of growth in 
excess of 10%.  Currently, the outlook for the fourth quarter also remains positive with 
expectations for operating earnings to rise at least 11%.   
 
Given the solid double-digit returns this year, is the stock market getting ahead of itself?  
Historically, stock prices have averaged approximately a 10% annual rate of return.  This return 
is composed of the 6% average earnings growth plus a historical average dividend yield of 4%.  
While the dividend yield for the S & P 500 is now approximately 1.9%, the double digit earnings 
growth suggests that the year-to-date S & P 500 return of 11.9% (as represented by the Vanguard 
Index 500) is not excessive.    
 
Nonetheless, I would like to moderate client expectations as I do not think annual double digit 
stock market returns are sustainable.  Corporate earnings growth is expected to slow.  For the 
foreseeable future, I have set 8% as my expectation for average annual stock market returns.  I 
arrive at this by adding the 6% long-term average annual growth in corporate earnings to a 2% 
average dividend yield.    
 
 
 



 
 
 
 
 
Exchanged Traded Funds: At the end of 2004 we purchased in portfolios our first exchange 
traded fund (ETF), iShares Select Dow Jones Select Dividend.  This ETF invests in 100 of the 
highest yielding large U.S. stocks.  For the reasons discussed below, it is likely that we will 
expand the use of ETFs in the future. 
 
An exchange traded fund (ETF) is an open-ended fund that trades like a stock.  The ETFs that 
have been created so far are passively managed, like mutual funds that invest in an index.  To 
purchase or sell an ETF, Schwab charges a commission, generally ranging from $9.95 to $19.95.  
(Clients that have less than $1 million held in Schwab accounts and are not signed up for 
eStatements are charged the higher $19.95 rate.  Enrolling in eStatements reduces the rate to 
$12.95.) 
 
ETFs offer two important advantages over mutual funds.  The first is that they have substantially 
lower annual expenses (0.42% on average) than traditional mutual funds (1.3% on average).  
Second is that they are tax-efficient, rarely distributing capital gains.  When a traditional mutual 
fund sells stocks in its portfolio, capital gains may be incurred if it sells at a profit.  Because they 
are based on indexes, turnover in ETFs is lower than that of actively managed mutual funds (i.e. 
there isn’t a lot of buying or selling because indexes don’t change that much).  Furthermore, due 
to a mechanism called “in-kind distributions”, ETFs don’t have to sell stocks in order to generate 
cash to satisfy investor redemptions. 
 
The first ETF created, the SPDR fund (which tracks the S & P 500), was launched in 1993.  
Since then growth has been dramatic.  Assets in ETFs have more than quadrupled since the 
beginning of 2002, from $82 billion to more than $360 billion as of September 30, 2006.  
Projections from Financial Research Corp. see the ETF market potentially expanding to $1 
trillion by 2010. 
 
According to Morningstar, as of last June there were 287 ETFs in existence.  ETFs invest in not 
only the broad segments of the U.S. and foreign markets, but also bonds, industry sectors, and 
even commodities.   In the future, ETFs are expected to also target the more esoteric parts of the 
investment world.  For instance, this past month Power Shares Listed Private Equity (PSP) was 
launched.  This new fund targets public companies that invest in private companies.  One of the 
significant holdings of the fund is Allied Capital, the first individual stock added to MAM 
portfolios. 
  
Please call or email me if you have any questions or would like to discuss your portfolio(s). 
 
 
Sincerely,  
 
 
Stephen P. McCarthy, CPA, CFP 


