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Monthly Investment Commentary- May 2004
Stock Market Performance for May:  The stock market recorded small gains for the month--the S & P 500 rose 1.3%, the Nasdaq climbed 3.5%, and the Russell 2000 rose 1.4%.  REITs rose strongly, bonds fell modestly, and international equities were mixed.  

On average, MAM portfolios rose 0.6% for May (after MAM fees).  MAM portfolios slightly under performed the S & P 500 due to modest declines in bond prices.  The four best performing MAM mutual funds were Cohen & Steers REIT (7.5%), TCW Galileo Select Equities (2.5%), Bjurman Micro Cap (2.4%), and Oakmark Select (2.2%).  The four worst performing MAM funds were Pioneer High Yield (-1.4%), PBHG Clipper Focus (-1.3%), Loomis Sayles Bond (-1.2%), and Artisan Small Cap Value (-1.1%).

Ironically, two of the best performing funds for May, Bjurman Barry Small Cap/Bjurman Micro Cap and Cohen & Steers REIT, had been the two worst performers for April.      

Stock Market Performance for the Year-to-Date:  Since January 1, 2004, the S & P 500 rose 0.8%, the Nasdaq declined 0.8%, and the Russell 2000 rose 2.0%.  For the year-to-date, on average, MAM portfolios rose 0.2% (after MAM fees).  

Where is the Stock Market Headed?:  So far, 2004 has been a roller coaster for investors.  After rising early this year, stock and bond prices fell in late March, April, and the first half of May.  Equity prices recovered at the end of May, leaving most equities slightly positive for the first five months of 2004.

The big question is: where is the market headed?  I still feel cautiously optimistic for 2004.  My optimism is based on the growth in the U.S. economy and the dramatic rise in corporate earnings.  Rising corporate earnings cause stock prices to be more reasonably priced.  Through late May, 454 companies in the S & P 500 had announced first-quarter results.  According to Thomson First Call, their earnings are up 27% over last year.  The rest of 2004 looks promising.  Although year-over-year profits comparisons are getting more difficult (due to rising earnings throughout 2003), analysts expect earnings of the S & P 500 companies to grow 17% over 2003.  

Many investors believe stock valuations are high.  In reality, they are not.  The S & P is trading at around 17 times estimated earnings for the next 12 months.  That is slightly above the historical average of around 15.  Effectively, however, it’s close to the average after allowing for the premium at which stocks trade when interest rates are low.
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Given the good economic and corporate profit numbers, why has the stock market gone into a funk?  Investor psychology has turned negative.  When that happens, good news is ignored and bad news emphasized.  And there is plenty of bad news to focus on: escalating energy prices, worsening news from Iraq, and rising interest rates.

My feeling is that escalating energy prices will probably not last.  While the days of $20 per barrel of oil may be over, the recent prices in excess of $40 will motivate oil-exporting countries to increase their production.  Saudi Arabia has already announced such a move.  It will take time for the increased supplies to have an impact.  Furthermore, the one significant caveat is that Saudi Arabia production is not impacted by a major terrorist attack.

The news from Iraq only seems to be getting worse.  The prisoner treatment debacle and other atrocities have further escalated hostilities.  There is some hope that the upcoming June 30th transition of power to an interim Iraqi government will start to improve the situation.  Time will tell.

Impact of Rising Interest Rates:  It is becoming increasingly clear that the 40-year low in interest rates is coming to an end, with a chance that the Federal Reserve (the Fed) will start raising the discount rate later this month at it’s June 29-30 meeting.  While the Fed has direct control over short-term rates only, the expectation that the Fed will start to raise the discount rate has already led to an increase in long-term rates.  Recently, the yield on the 10-year U.S. Treasury rates hit 4.9%, nearly a two-year high.  Mortgage rates have also turned up.

During periods of rising rates, bond prices decline.  Higher quality bonds are most impacted, so long-term U.S. Treasuries and high-quality corporate bonds should be avoided.  What about stocks?  An old rule of thumb held that stocks too, should be avoided during periods of rising rates.   That’s because stock prices anticipate earnings, and eventually, rising rates squeeze earnings.  

But a look at previous periods of rising rates tells a different story.  Rising interest rates and falling stock prices don’t correlate.  According to a study by Merrill Lynch for the two decades since 1983, the market has generally fared well in a tightening cycle—rising an average of 14.3% a year, with the bulk of the gains coming early on.  The reason is that when the Fed starts to raise rates, the economy and profits are typically growing strongly.  Indeed, it’s not until well into the year after the first hike that the economy starts to decelerate, and the stock market takes a hit, according to Merrill.

Furthermore, there may be less reason for investors to fear the Fed now than in past tightening cycles.  Policymakers will not be raising rates to cool off an overheated economy, as was the case in 1999-2000 when the jobless rate plunged to 3.8%.  The economy still has room to expand rapidly before alarm bells go off, and inflation is lower than at the start of any other recent tightening cycle.  As a result, the Fed has the freedom to act preemptively and at a “measured” pace, just as the policymakers said after their May 4 meeting.

That freedom further enhances the chance that the Fed can head off any serious price pressures before they develop, and thus engineer a soft landing without higher rates sending the economy crashing into a recession.  Such a feat would be similar to the outcome of the 1994 tightening, which helped to foster an era of prosperity in the 1990s.

Recent Portfolio Repositioning:  During May, adjustments were made in almost all MAM portfolios.  A letter of explanation was sent out at the time of repositioning.  The major changes were to increase U.S. large cap exposure, decrease U.S. small cap and REIT exposure, and to reduce portfolio volatility.

The increase in large cap exposure and decrease in small cap exposure is an extension of a similar move made in most portfolios late in 2003.  I feel that the three-year out performance of small cap stocks relative to large cap stocks is coming to an end.  Because the relative performance of smaller companies during 2001 through 2003 had been so strong, they are no longer under priced relative to large companies.  Relative to the S & P 500, MAM portfolios 

still have a significant weighting in small and mid cap stocks.  If as I expect, larger companies start to outperform, I will probably further reduce small caps and increase large caps later this year.

REIT exposure in most portfolios has been reduced from between 6.5% to 7.0% to about 4.0% to 4.5%.  Although, I continue to like REITs due to their dividend yield (about 6%), I no longer expect them to out perform equities given their very strong performance during the 2000 through 2003 period.

Although (as mentioned above), I remain cautiously optimistic on the stock market, I added two mutual funds to most portfolios in the recent repositioning to reduce portfolio volatility.  The risk with this move is that if the stock market does perform well, MAM portfolios could under perform the S & P 500 this year.  Given the current risks that investors face and the strong performance of portfolios in 2003, however, I think it is prudent to add further downside protection.  

The first fund added was the equity fund, Hussman Strategic Growth.  This fund uses a hedging strategy to reduce the volatility of its investments in U.S. stocks.  To provide you with more information about this interesting fund, I plan to profile it in the June 30, 2004 quarterly MAM report.  The second fund recently added was the short-bond fund, Metropolitan West Strategic Growth.  The fund invests in bonds with the goal of minimizing interest rate exposure.

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

Stephen P. McCarthy

