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Monthly Investment Commentary- January of 2003:
Stock Market Performance for January:  The market started off 2003 with losses.  For the month, the S & P 500 fell 2.7%, the Nasdaq slipped 1.1%, and the Russell 2000 dropped 2.9%.  MAM portfolios generally declined somewhat less than the S& P 500.  Bonds rose, especially high yield, which helped cushion the losses from equities.    

The three best performing MAM mutual funds were Pioneer High Yield, (up 3.0%), Loomis Sayles Bond (up 3.0%), and PIMCO Total Return (up .3%).  The three worst performing MAM mutual funds were Artisan International (down 6.6%), Firstar Micro Cap (down 4.5%), and Cohen & Steers REIT (down 3.5%).  

What is Afflicting the Market?:  The threat of war with Iraq is hanging like a cloud over the economy.  It’s eroding consumer confidence and dampening the outlook of business leaders.  Faced with the possibility, however slim, that a war with Iraq could go horribly wrong and that oil prices could skyrocket, Corporate America is conserving cash and delaying plans to take on more workers, rebuild inventories and step up capital investment.  “The uncertainty of such an extraordinary event like war paralyzes planning”, says Gary C. Kelly, CFO of Southwest Airlines.

But growing uneasiness about the economic outlook isn’t just a case of war jitters.  The sudden burst of optimism with which the stock market greeted the new year wilted in late January in the face of a string of weak economic statistics and a clutch of cautious business forecasts.  As one CEO after another ratcheted down earnings expectations for the upcoming year, investors suddenly had to face the fact that the profits revival hoped for early in 2003 would not arrive until the second half—if then.  

Consumers also seem to be getting the jitters.  After powering last year’s recovery, free-spending Americans may finally be pulling back.  Retail sales, excluding autos, were flat in December, compared with the previous month.  And on January 28th, the Conference Board reported that its consumer-confidence index fell to 79, from 80.7 in December, the lowest level in nine years.

Corporate Earnings- So Far So Good:  At the end of January, 57% of the companies in the S & P 500 index had reported earnings for the most recent quarter.  82% have reported earnings that met or exceeded expectations, while 18% failed to expectations.  Thomson First call is now expecting earnings grow to average 13% for the fourth quarter of 2002.  Much of the earnings growth, though, is the result of cost costing, rather than sales growth.  There are limits to how much cost costing can lead to profit growth.  Thomson First call is currently foresees profit growth falling to 9% in the current quarter and 6% in the next quarter.
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Some Positives:  There are certainly some positive factors that could help equities rise.  These include record low interest rates, improving corporate profits, more reasonable valuations, and increased worker productivity.  Three down years in a row for equities, the third year of a Presidential cycle, and a Presidential budget proposal favorable for equities could also help.  

The Bottom Line:  Given the continued pall over the economy, the question is whether it will finally begin to gather the strength for a sustained rebound in the second half?  Much, of course, depends on what happens in Iraq.  Clearly, if the U.S. gets bogged down, all bets are off.  Oil prices could skyrocket and corporate investment remain frozen.  But what if the war is executed swiftly and uncertainty disappears?  Optimists predict that a quick victory would lower oil prices, spark a market rally, boost confidence, and prompt businesses to accelerate spending.  Perhaps, but the recovery may not be so easy.

Much may also depend on whatever stimulus is passed.  In coming months, Congress and the White House will be locked in a battle over President Bush’s economic package, which opponents deem too expensive and insufficiently stimulative.  If the economy remains weak, pressure for stronger short-term stimulus will grow.  Once a compromise is reached, perhaps by mid-year, bipartisan support may grow for extra money for cash-strapped States.  New tax breaks for business investment could also be added.  But the only thing certain these days is uncertainty itself.

Investing for the Long-Term:  During times like this, I believe it is important to view the stock market from an historical context.  For a good perspective on this, I have included an article from the January 24, 2003 issue of Money Magazine where famed mutual fund manager Peter Lynch is interviewed.    

In the interview Lynch compares the current market environment to 1990 when the market was also depressed.  He recalled that back in 1990, “just before the bull really started in 1991...War with Iraq loomed, recession raged, investors yanked money from stock funds, State and local governments faced hugh deficits…By the fall of 1990, the U.S. stock market had tumbled nearly 20 percent.  A pretty ugly combination…It was very similar environment in many ways to what we’ve had in the past year.  All the pessimism (in 1990) about the future turned out to be misguided”.  

MAM Strategies:  Nothing has changed.  Given all the uncertainties, I remain cautious.  For portfolios with cash, I continue to gradually invest on a monthly basis with a relatively conservative asset allocation mix that includes a 15 to 20% bond position.  This is conservative relative to the S & P 500.  If the market starts to recover (which it did early in January), most MAM accounts will probably under perform.  If the market falls further, however, I feel most portfolios should outperform (which they did in the second half of January).

Please call me if you have any questions.
Sincerely,
Stephen P. McCarthy
